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Corporate Publicity and the Auditor * 
By GeorceE O. May 


My presence here tonight is a direct result of the publication by 
Professor Ripley of his article in the September Adlantic Monthly 
on the subject of publicity of corporation accounts. 

Soon after that article appeared I wrote to a leading New York 
newspaper, drawing attention to certain inaccuracies in it and 
suggesting that it did not constitute an altogether fair presenta- 
tion of the situation which exists today. Your committee then 
invited me to speak at this meeting, and as the regular business 
programme was filled they suggested that I might take this oc- 
casion to make a few remarks on the subject of publicity of ac- 
counts from the standpoint of directors and auditors. 

I do not propose to discuss Professor Ripley’s article in detail. 
I dissent from him on some of his facts and on some of his argu- 
ments, and I entirely disagree with his suggestion as to the réle 
which should be played by the federal trade commission. But I 
do not wish tonight to discuss these disagreements; I would rather 
express my gratification at the success with which he has at- 
tracted the attention of the public to the subject, and consider 
what we, as accountants, can do to bring about that improvement 
in the information furnished to stockholders and potential stock- 
holders of corporations for which his article is a plea. No doubt 
the primary responsibility for furnishing the stockholders ade- 
quate information rests on the directors, but the auditor ought to 
use his best efforts to ensure that the directors publish accounts 
which conform to the highest established standards and to be able 
to advise directors what these standards are. 

I am not sure that auditors have done their full duty in this 
respect in the past. To some extent this may have been due to 
the limitations of their authority and the rather precarious tenure 
of their appointments. I think the time has come when auditors 
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should assume larger responsibilities, and their position be more 
clearly defined. 

The practice of having independent audits has become so 
general that it is no longer necessary to demonstrate its value. 
In discussing the subject, therefore, we are now free from any 
imputation that we are crying up our own wares. 

After undertaking to speak tonight I caused an examination to 
be made to ascertain what percentage of the companies whose 
stocks were dealt in on a given day on the New York stock ex- 
change had their accounts audited annually, and I was myself 
surprised to find that in the case of industrial companies the 
practice had become almost universal; certainly over 90 per cent. 
of all the industrial companies on the list were audited. 

In these circumstances it seems to me that the extension of the 
independent audit, accompanied by a clearer definition of the 
authority and responsibility of the auditors, is one of the most 
valuable remedies to be found for the defects of which Professor 
Ripley complains; and I think the Institute should consider very 
seriously, and invite the codperation of other bodies in consider- 
ing, what are the proper responsibilities of auditors and what can 
be done to hold them to such responsibilities and to put them in a 
position to assume all the responsibilities which they ought to 
assume. 

In England, to which country Professor Ripley pointed, the 
situation is now fairly clearly defined by statute. I recognize, of 
course, that owing to the fact that incorporation is a state ques- 
tion it is not readily possible here to define audit standards by 
legislation, but a reference to the English statutes may at least be 
helpful as suggesting the objectives at which we ought to aim. 

Under the English law the independent audit has for many 
years been compulsory, and the auditors share with the directors 
the responsibility for the accounts as published. 

Auditors have been held liable for damages, and have even been 
subjected to criminal prosecution, for participation in the issue of 
false accounts. As a necessary corollary they have been given 
adequate powers. The language of the English companies’ act is 
simple: 


“Every auditor of a company shall have a right of access at all times to 
the books and accounts and vouchers of the company, and shall be en- 
titled to require from the directors and officers of the company such in- 
formation and explanation as may be necessary for the performance of the 
duties of the auditors.” 
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The following clause provides that the auditors shall make a 
report to the shareholders on every balance-sheet laid before a 
shareholders’ meeting during their term of office and shall state 
whether or not they have obtained all the information and expla- 
nations they have required and whether the balance-sheet is 
properly drawn up so as to exhibit a true and correct view of the 
state of the company’s affairs. It is made a misdemeanor to 
circulate a balance-sheet which has not been audited or which 
does not bear a copy of the auditor’s report or a sufficient reference 
thereto. 

Finally, the position of the auditor is strengthened by a pro- 
vision that no auditor other than the retiring auditor shall be 
eligible for election at an annual meeting of shareholders unless 
due notice has been given in advance of the intention to nominate 
a new auditor, and this notice must be given to every shareholder 
and also to the retiring auditor. If, therefore, directors are dis- 
posed to seek new auditors because of differences of opinion with 
the existing auditors, ample opportunity is afforded for the share- 
holders to become informed of the merits of the case and act 
accordingly. 

A government committee which recently reviewed the English 
company law in the light of developments during the last twenty 
years felt able to report: 


“We are of the o inion that in gonerel the law an it stands with 
to the powers and duties of auditors is satisfactory.” 


and also: 


“Cases in which auditors fall below the level of their duty are few and 
far between.” 


Now, while it is doubtless impracticable to bring about through 
legislation in this country a development similar to that which 
has proved so satisfactory in England, I see no reason why this 
should not be done in a large measure through the codperation of 
such bodies as the leading stock exchanges, the investment bank- 
ers and the commercial banks which grant credit, and I suggest 
that the Institute should endeavor to bring about codperation to 
this end. Every member of the Institute, I believe, appreciates 
the value to.its membership, to the banks and to the business of 
the country, of the codperation with bankers in regard to credit 
statements which has been developed in recent years. I think 
the Institute should seek to extend such codperation to the field 
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with which Professor Ripley’s article deals. The New York 
stock exchange, for instance, could readily bring about through 
its listing agreements a situation as respects companies listed on 
its exchange similar to that which exists in England. Im recent 
years the stock exchange has given various indications that it 
attaches constantly greater importance to the work of accountants 
and it has also shown a disposition to examine sympathetically 
any proposal which may tend to protect those who deal in the 
securities which it lists. It would, I think, therefore be receptive 
to a suggestion such as I have put forward. 

As I have said, the accounts of a very large proportion of the 
industrial companies whose stocks are listed (and I limit for the 
present the suggestion to industrial companies and exclude rail- 
ways, public utilities and other companies which are under some 
form of public supervision) are now audited; the public would 
welcome a clearer definition of the significance of such audits and 
of the responsibilities of auditors. Such clearer definition, 
though it might increase the accountant’s obligation, would also 
in the long run be of advantage to the members of the profession 
and give them enhanced importance in the business world, just as 
it has done in England. 

By similar coéperation, standards might be established for 
balance-sheets and income accounts which would be welcomed by 
many corporation executives and accountants who desire to be 
guided by the best practice, if they can be assured what that 
practice is. 

As regards balance-sheets, the essential points are fairly well 
established and observed by the leading companies. A clear 
statement of the way in which the capital assets are valued is one 
requirement of an adequate disclosure which is not now generally 
observed, and there might be some discussion as to the form of 
statement of surplus. The object should be so to state the sur- 
plus as to indicate what part of it is legally available for dividend 
distributions and what part is not so available; but in the present 
state of the law, particularly in the case of companies with stock of 
no par value, this is not always easy, and it is impossible to lay 
down hard and fast rules. 

The practice in regard to the income account is not so well es- 
tablished, and there is probably room for more difference of 
opinion as to what would constitute a proper disclosure. The 
difficulties arise largely from two facts which are not at all times 
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adequately appreciated. The first is, that the significance of an 
income account is two-fold: it shows what amounts have been 
earned and are available for distribution in dividends if the direc- 
tors see fit to make the distribution. The income account of the 
past is also in a measure a guide to the expectations of income in 
the future. In many cases this second use is the more important 
because it is the reasonable expectation of yield in the future 
which determines the value of any property today. This eco- 
nomic truism, which incidentally makes much of the discussion of 
the values of capital assets from the standpoint of reproduction 
cost irrelevant and meaningless, should never be lost sight of or 
obscured. 

The second difficulty is that the attribution of income to par- 
ticular periods of time is at best in a large measure arbitrary and 
based on conventions. While we accountants recognize this fact 
more fully the longer we practise, it is by no means properly ap- 
preciated by the general public, and far too much significance is 
commonly attached to the figure of income for a particular year or 
other period. 

Bearing in mind these two points, it seems to me that fairness in 
the presentation of an income account is even more important 
than fulness. Much of the information that is contained in 
more elaborate reports is no doubt interesting to stockholders and 
appeals to their sense of proprietorship, but is of little practical 
value to them. The vitally important requirements are that, if 
the profits of the year include extraordinary or extraneous profits 
which render the figures useless as a guide to earning capacity, 
these should be clearly disclosed; and, second, that where the ac- 
counts are based on any conventions other than those commonly 
accepted, that fact should also be clearly disclosed. I have in 
mind such departures from accepted convention as the valuing of 
inventories on a basis other than cost or market, or the failure to 
provide for depreciation or depletion. Probably discussion would 
arise as to whether the amount of depreciation provided should be 
shown separately; probably on the whole it should, although the 
precise amount set aside for depreciation or the amount expended 
for maintenance is of less real significance to a stockholder 
than the statement of a competent and disinterested person 
who is familiar with the details of the business that the amount 
provided or expended is in his judgment adequate for the 
purpose. 
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Undoubtedly there would be differences of opinion on the ques- 
tion whether gross sales should be disclosed. Viewing the matter 
solely from the standpoint of the stockholder it seems to me this is 
a question of expediency. Where the percentage of gross profit is 
high, the profit is apt to be regarded as unreasonable, although in 
judging its reasonableness many factors besides the percentage it 
bears to sales ought really to be taken into account. A packing 
company which can earn a fair return on its investment with a 
relatively small percentage of profit on a large turnover can very 
well afford to publish its sales and to point to the small percentage 
of profits with an expression of surprise at its own moderation. 
On the other hand, an agricultural-implement company with a 
large investment and a relatively small turnover might be merely 
inviting ill-informed criticism by a similar disclosure. 

Undoubtedly many of the objections to fuller disclosure are 
based on unsubstantial grounds and would be cleared up by frank 
discussion. Many corporations, as Professor Ripley points out, 
disclose in their listing applications information which they do 
not give in their reports to their stockholders. 

I have been able to touch only briefly tonight on some of the 
important phases of the question of publicity of corporation ac- 
counts; my main purpose is to urge that codperation between in- 
terested bodies should do much to improve the existing situation 
and that the American Institute of Accountants might well take 
the initiative in an effort to bring about such codperation. I 
think the Institute has reason to be proud of its accomplishments 
in the single decade of its existence, but I believe that there is 
here a field in which the Institute could do still greater service and 
in doing so could help its members to render a higher service to 
the community. 
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By WALTER MucKLow 


During the recent past, business in Florida real estate has been 
so active that the ribald and the profane regard it and speak of 
it as a ‘‘boom,” rather than as the natural and proper reward of 
undoubted merit. Whichever it may be, it has drawn the 
accountant and the developer into closer contact—a contact 
which in some cases has been similar to that of oil on a heated 
bearing, resulting in smooth running; while, in other cases, the 
contact has been more like that of flint on steel and resultant 
sparks have been made to fly. It is proposed briefly to discuss 
some of the more important points of contact and some of the 
difficulties which have been encountered in what is generally 
known as subdivision or development accounting. 

Let us first consider the functions of an accountant, the char- 
acter of his reports and the nature of his budgets. 

The first function of an accountant is to codperate. 

Inasmuch as profits are dependent upon sales and sales upon 
the sales manager, that officer frequently temporarily obtains an 
undue influence and is allowed to dictate procedure, a course 
often resulting in the adoption of records which do not record— 
or do not fully and accurately record—the transactions which 
have occurred. They miss the mark as widely as might the 
efforts of an accountant to conduct a sales campaign. 

As a matter of fact, final success can only be secured by 
codperation among, and by preliminary discussion between, the 
various interests which are involved and which may be described 
as the owner, the lawyer, the engineer, the sales manager, the 
accountant and the collector. 

These persons should bring all their plans to a series of meet- 
ings and a fixed routine should be sketched, discussed and, when 
finally approved, written in the form of a manual dealing with 
each department, but especially with the engineer’s costs, the 
salesman’s routine, the accountant’s methods and the plans for 
collection. 

The abilities and the functions of a salesman differ so widely 
from those of an accountant that they are seldom combined in 
one person. The salesman is likely to grumble at the red tape 
of the accountant, who retaliates by complaining of the inac- 
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curacies and inadequacies of the sales reports and the frequency 
with which salesmen violate the rules which have been laid down. 
Much of this can be avoided by explaining the reason for those 
rules and by helping salesmen to understand them. Such as- 
sistance has been given with such success that a sales manager, 
instead of regarding the accountant as a hindrance, has adver- 
tised him to be a “‘life saver.” 

The accountant should aim for simplicity. It is important 
that the accounts should be as simple as is possible. This means 
that the rules as to terms of sale, commissions, forms of security 
and so forth should be as uniform as circumstances will allow. 
Selling is of primary importance, for without sales there will be 
no profits to account for, and the accountant must be careful not 
to tie the hands of the salesman. However, it must also be 
remembered that the sale is only the initial movement and that 
final success depends upon collections which are conducted by a 
branch of the accounting department and which call for abilities 
differing from, but fully equal to, those required for selling. 
Therefore, the entire subject should be thoroughly discussed 
in advance by all departments, and the resulting rules should be 
as simple as the requirements will permit and deviated from as 
seldom as possible. 


ACCOUNTANTS’ REPORTS 


The contents and preparation of accountants’ reports are 
matters beyond the scope of this article, but it is desired to 
emphasize the importance of making them human documents. 
Some reports consist merely of a collection of statements without 
comment or explanation, while some contain elaborate technical 
discussions which can only be fully understood by one trained in 
accounts. It should be remembered that many of the most able 
of those engaged in the development business have no such train- 
ing and that the average layman is as much bewildered by such 
technicalities as is a patient who hears his disease described in 
medical terms by a consultant to his colleague. 

Whatever the report may contain, it should include a com- 
paratively brief story setting forth the main facts and require- 
ments in such language as may be understood by the man on the 
street. This subject has recently been well treated in THE 
JouRNAL oF AccouNTANCY by George Armistead.* Perhaps the 


* Auditing Counties in Texas, by George Armistead, Tuz JouRNAL OF ACCOUNTANCY, July 
and August, 1926. 
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main difficulty with reports in these days when examinations call 
for considerable technical knowledge is the fact that so little 
attention is given to literary training and that many accountants 
have no knowledge of any language but their own; they suffer 
from the hallucination that long words are better than short 
ones; they prefer ‘“‘parvum in multo” to “multum in parvo.” 
Strength and clarity are usually obtained by the use of short 
paragraphs, short sentences and short words. 


BUDGETS 


In no business is there a greater need for carefully prepared 
monthly budgets, showing the requirements for the current 
month and for the succeeding months, than in real-estate devel- 
opment. In large work this must be prepared jointly by the 
financial manager, the engineers or the contractors, and the 
accountant. 

Usually the principal receipts consist of collections on sales 
already made and on new sales. The disbursements should 
include: 

Administrative expenses 
Selling expenses 
Engineering expenses 
Construction expenses 
Miscellaneous expenses 
Borrowed money payable 
Purchase money payable 


We now come to some of the difficulties peculiar to this work, 
which may be divided into three classes and, if arranged in the 
inverse order of their frequency, may be described as problems 
related to: 


I. The theory of accountancy 
II. The enormous mass of detail which frequently occurs, 
and 
III. The laws and regulations related to the income tax. 


These may also be described, respectively, as intellectual, 
mechanical and promiscuous. 
I. DIFFICULTIES RELATED TO THE THEORY OF ACCOUNTANCY 


The difficulties in the first class are the least in number and, 
perhaps, are the easiest to deal with, as the complications which 
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sometimes arise should not be found difficult to cope with by one 
who is familiar with the recognized principles of accounting. 

Formerly, one of the commonest difficulties arose from the 
desire of officers to anticipate unrealized profits in order to render 
an attractive annual report. However, this was curbed by the 
desire of stockholders to realize immediately these profits in the 
shape of dividends and it has now been scotched by the imposi- 
tion of an income tax which leads officers and stockholders alike to 
defer profits and the resultant payment of tax for as long as 
possible. 

The principles laid down in the federal reserve bulletin on 
approved methods for the preparation of balance-sheet state- 
ments—originally drawn by members of the Institute—are appli- 
cable to any business involving real estate, and there are only a 
few items which are not dealt with therein. Some of the chief of 
these are: 


1. The price at which land is to be shown on the balance- 
sheet. 

2. The establishment of reserves for profits not yet realized. 

3. The treatment of prepaid expenses and deferred charges. 

4. Contingent liabilities. 

5. The method of dealing with sales which have been can- 
celed. 


1. Cost of property. It is axiomatic to say that land and 
buildings should be shown separately and at cost, although, in 
the case of a corporation, the cost may be represented by capital 
stock to an amount far in excess of the actual cost to the vendors, 
a condition which may result in two sets of profits, one to the 
corporation on the sale of the land and a second to the original 
vendor on the sale of his capital stock. In any event, this cost 
may properly include the price paid for the property, legal ex- 
penses incurred by the purchase and all expenditures for improve- 
ments. 

Frequently, the improvements to the property are not com- 
pleted when the corporation is organized—perhaps they are not 
even commenced. In such cases there should be obtained the 
most careful estimates possible, setting forth in detail—in great 
detail—the improvements to be made and the cost of each item 
thereof. The total may be added to the other items of cost and 
the sum set up as a credit account, such as reserve for improve- 
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ments, to which all expenditures on account of these improve- 
ments may be charged. 

If for any reason the real estate be shown at an appraised 
valuation in excess of the cost, the difference between the cost 
and the appraisal should be carried to a special account, such as 
surplus from re-appraisal, and not into a profit-and-loss or sur- 
plus account from which dividends may be declared. This 
particular surplus account is charged from time to time as sales 
are made with its proportion of the sales prices obtained. This 
point is further discussed later in this article with relation to the 
income tax. 

2. Reserves for unrealized profits. Now that everything from 
motor cars to memory systems and millinery can be bought on 
the instalment plan, there are comparatively few real-estate 
offices which have escaped the infection. As a result, it is essen- 
tial that the paper or book profits be divided into those actually 
received and those which it is hoped may be received in the future. 

This entails the establishment of some account in the nature 
of a reserve for unrealized profits to which may be credited those 
profits which have not been received in cash or its equivalent, 
but are represented merely by some form of promise to pay—a 
matter considered later in the discussion of income-tax require- 
ments. 

It is essential that the bookkeeper have a clear idea of what is 
meant by realized profits and unrealized profits, and it has been 
found that this can be effected by regarding the profits from all 
sales other than sales for cash as involving some unrealized profit. 
Let us consider a sale of $10,000, yielding a profit of $6,000: we 
credit unrealized profits with $6,000. If the sale be on the instal- 
ment plan, we shall then transfer periodically to realized profits 
60 per cent. of the amount by which the principal has been reduced. 

If the sale be on the deferred-payment plan, no profit exists 
until the cost of the property to the vendor has been received in 
some form; once that amount is received, all subsequent receipts 
(or in the case of instalment sales, portions thereof) are debited 
to unrealized profits and credited to realized profits. Difficulties 
occur with relation to the value of securities received by a vendor, 
as appraised by the treasury department, and will be discussed 
at some length. 

3. Prepaid expenses and deferred charges. One is frequently 
asked about the two accounts, prepaid expenses and deferred 
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charges, although the treatment is identical with that followed 
in other businesses. The chief items of prepaid expenses are 
improvements (which have already been touched on), taxes, 
insurance, interest, improvements on leasehold property and the 
like. 

These all represent expenditures which have already been 
made but which have some cash value, or for which the con- 
cern has yet to receive the full benefit. A clear distinction should 
be drawn between this class of item and those which are deferred 
charges, such as unamortized bond discount, for which the bene- 
fits have already been received but the expense of which it is 
desired to spread over a period of years. 

4. Contingent liabilities. The difficulty arising with respect 
to contingent liabilities is not to cook the hare, but to catch it. 
In times of phenomenal activity property may change hands 
many times between the date of the agreement to sell, made with 
the original owner, and the time of delivery of a deed to the pur- 
chaser who intends to develop or improve the property. Each 
of these transfers is at an advanced price and many of them 
involve the assumption by the purchaser of existing mortgages. 
For example, property owned by A is sold to B, who assumes a 
mortgage and sells to C, and these operations are repeated until 
F buys it. In such circumstances, A, B, C, D and E consider 
themselves free of the liability under the mortgage, yet if F fails 
to meet the obligation it falls on E and may, quite conceivably, 
finally come back on A. 

The situation is further complicated when one of the pur- 
chasers is a syndicate, or partnership, the members of which are 
jointly and severally lidble. In such circumstances, it is some- 
times impossible to make a definite statement as to the amount 
of the contingent liabilities, but this affords no excuse for disre- 
garding them or for failing to make mention of them in a report. 

In times of feverish activity the desire to purchase becomes so 
strong as almost to justify the statement that mere mortgages 
are not seriously considered and that, provided the cash pay- 
ment be small enough, a purchaser will assume any mortgage 
rather than miss the opportunity to buy land which he is con- 
fident he can quickly sell at a profit. If, as has happened in 
thousands of cases, the purchaser has not time even to look at 
the land, how can he be expected to pay much attention to the 
existence of mere mortgages? 
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In such circumstances, the liabilities encountered with relation 
to real estate may be divided into three classes: (a) legal, 
(b) moral and (c) immoral. The first consists of those liabilities, 
either actual or contingent, for which the owner is liable and which 
appear on his books. The second class consists of items which 
are included in (a) but in which the liability is shared by others 
—where the liability is assumed jointly and severally by part- 
ners—and on which, if things go well, the owner will be called 
upon to pay his share only. The third class appertains to the 
ultra-optimistic salesman who makes unwarranted or unau- 
thorized representations; the records of these can be found only 
in the books of the recording angel. 

5. Cancellations. Even in the bést regulated offices cancella- 
tions are bound to occur which result in the owner repossessing 
the property. In such cases good accounting demands that the 
property be taken back on the books of the concern at its cost to 
that concern, unless there has been undoubted enhancement or 
depreciation in the value. Very frequently it involves an adjust- 
ment of the unrealized profits, so that a usual form of journal 
entry is as follows: 


1. Real estate (for original cost of the property). 
2. Unrealized profits (for the profit unrealized still on the 
books). 
3. To contracts or mortgages (for the amount remain- 
ing unpaid). 
4. To realized profit (the difference of (1+2)—3). 


Modifications of this are considered later in a discussion of the 
income-tax requirements. 


Il. DIFFICULTIES ARISING FROM THE MASS OF DETAIL 


It is of common occurrence that the disposal of a large subdi- 
vision results in many thousands of individual sales, for each one 
of which an individual record must be maintained to show: 


1. A detailed account with each purchaser. 

2. The profit on each lot realized in any given period. 

3. The commissions paid and to be paid on each sale. 
Also, proper provision must be made for: 

4. The care of securities. 

5. Collection of instalment payments as they mature. 
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1. Individual accounis with purchasers. The general practice 
is to keep individual accounts with purchasers on loose-leaf or 
card ledgers or on loose sheets kept on a bookkeeping machine, 
in all cases full particulars of the sale being entered on each ac- 
count. The selection of the method depends somewhat upon 
individual taste, but the writer has found that loose-leaf ledgers, 
especially those of the “‘visible” variety, give the most satisfactory 
results where the accounts run into the thousands. They afford 
ease in posting, very quick reference and facilities for collection 
and follow-up systems which are unequaled. 

The bookkeeping machine is invaluable in many offices, notably 
in banks and in houses where much detailed billing is required, 
involving many additions and extensions. In the opinion of the 
writer these conditions do not fully apply to subdivision work, 
where one debit entry and one credit entry are required some- 
times monthly but more frequently quarterly, semi-annually or 
annually. 

2. Ascertaining realized profits. It is doubtful if the profits 
derived during a given period from a group of sales can ever be 
accurately determined by any method based on- the average 
results. In the case of instalment sales or of other deferred- 
payment sales, there is involved the determination of that portion 
of the amount received on each sale which shall be considered as 
realized profit. 

In normal times it has been customary to regard the security 
rece.ved by the vendor, whether it be a mortgage note or a con- 
tract, as being worth par and to have value as collateral security. 
The recent rhapsodic realization of realtors’ reveries in Florida 
has shown that under abnormal conditions such values do not 
exist and that as a matter of fact such securities sometimes are of 
a value so doubtful as to be unsaleable and to be unacceptable as 
collateral security. 

If the number of individual accounts be comparatively small, 
the record of realized profits can well be kept in loose-leaf ledgers, 
and the form introduced by the writer some fifteen years since 
will greatly facilitate the calculation of the realized profit for any 
given period. Where the number of accounts runs into the 
thousands, the most convenient form of record available is a 
columnar record arranged to show all the details pertaining to each 
lot, including the cost, the list price, the actual sales price, com- 
missions, total gross profit, periodic collections and periodic 
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profits. The periodic collections are posted in periodic totals from 
the individual ledgers, and it is not a tedious task to calculate 
the earned profit on each lot, especially if appropriate percentage 
tables be prepared. The total earned profit is then obtained by 
addition. 

While it is advantageous for the owner that his records show 
the result of each sale, the income-tax requirements make it 
mandatory that they should do so. This appears in all recent 
regulations and is confirmed by treasury decision 3921, dated 
August 30, 1926, which provides that 

that is, in general terms, the difference between the cost and the 
sales price. 

The cost of the property as a whole is discussed elsewhere; 
it is evident that clear records must also be kept in allocating 
this total cost to the various lots included in any tract, and one 
of the following two methods is usually adopted: 

(a) To base the cost per lot on the area or frontage of the 
lot 
(b) To base the cost on the list sales price. 

(a) It is possible to allocate the cost of such work as road 
making, water mains, sidewalks, etc., by ascertaining the cost 
per running foot, while the cost of such work as grading and filling 
can be reduced to the cost per square foot. It is thefi-a simple 
matter to apply these figures to each lot. However, care must 
be taken to allow for cross streets, parks, etc., which are not 
offered for sale. 

(b) A preferable plan is usually followed and has been allowed 
by the treasury department, as follows:,The total cost of a tract 
or a unit having been determined, the schedule sales price at a 
given date for all the lots therein is ascertained. Then it is 
assumed that the cost of any lot bears the same ratio to the total 
cost as the selling price of that lot bears to the total selling price, 
or 

Total sales _ Sale price of _ Total , Cost of a 
price agivenlot cost given lot 


When a large tract has been bought for subdivision, there is 
sometimes difficulty in apportioning the price to each lot owing 
to the fact that different portions of the tract have different 
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values. For example, if the land includes lots which front on 
the water, those lots are usually worth more than the back lots 
and the value gradually declines as the land recedes from 
the water. 

There is no general rule for determining the respective values of 
the front and the back lots, and one must use the best means 
available, which may consist of a statement from the vendor 
showing how the gross price was determined ; it may be indicated by 
different amounts named as the price for releasing specific lots from 
underlying mortgages, or it may be by an appraisal of the whole. 

It must be remembered, when dealing with instalment sales, 
that the course usually followed is merely a convention, for there 
is grave doubt as to the correctness of the assumption that each 
instalment is composed of two parts, one being a portion of the 
cost and the other a portion of the profits. 

It may be argued—and with force—that no profit can exist 
until the vendor has received cash, or its equivalent, equal to the 
cost of the property sold. If the securities received have no 
market value and no borrowing value, there can be no profit 
realized until the vendor has collected in cash the cost of the 
property sold. However, this view is not generally held by ven- 
dors or by the treasury department in considering sales known as 
instalment sales. 

3. Commissions. In days of yore, the treatment of commis- 
sions was a simple matter, but they have now become the subject 
of development to an extent equal to that of real estate itself. 
Today, commissions vary in rate, in terms of payment, in the 
basis on which they are calculated and in the extent to which 
they are liabilities of the vendor. 

Experience shows that they frequently vary from 4 per cent. 
to 35 per cent. and upwards; sometimes they are payable out of 
the first payments; often a portion only is taken from each 
instalment until the whole is paid; sometimes they are payable at 
a fixed date from the time of a sale, and sometimes they are con- 
tingent upon the sale being completed. 

Many corporations use all the above variations, and as each 
must be provided for separately much detail is unavoidable. 

One concern has been known to pay the following commissions: 


Per cent. 
1. Salesmen having their own cars...... 10 
2. Salesmen not owning acar.......... 7 
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5. Assistant sales manager............. 1 
7. Publicity or advertising manager..... % 


The first four are usually paid on individual sales; while com- 
missions of the others are generally calculated on monthly totals. 
The “bird dog,” by the way, is the person who scents the victim 
_ and leads the salesman to him. 

Obviously, there must be an individual account with each 
person earning commissions and such an account must be 
arranged to show: 


Commissions earned and payable. 

Commissions earned, but not yet payable. 

Contingent commissions. 

Cash paid. 
Often it is convenient to keep a portion of the record on the ac- 
count of the purchaser, especially when commissions are con- 
tingent. 

It is impossible to describe here the best method of recording 
commissions, partly because of the space at command, partly 
because there is no one best way. The selection should be 
governed by the method of accounting and by the form of ledger 
used, for a method which would be suitable for a ledger kept on a 
machine might be entirely unsuitable in the case of a loose-leaf 
ledger. 

Probably, in any event, the basis of the work is a minute ex- 
amination of all receipts from purchasers each month, in order to 
be sure that the account of each salesman is credited with each 
item to which he is entitled as it becomes payable. 

The best way to avoid the difficulties associated with com- 
missions is to prevent them, and this can usually be done through 
the codperation which is spoken of in the beginning of this article, 
and by striving for simplicity and uniformity. 

4. Care of securities. With sales running into the thousands 
and each one secured by a mortgage or contract, often accom- 
panied by notes falling due at periods varying from a month to a 
year, special provision must be made for safe keeping as well as 
for quick reference. 
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It is convenient, if not essential, that as sales are made they 
should be numbered consecutively immediately when the first 
payment is completed, and the number then given to a sale should 
apply throughout all the records. It should be placed on the 
mortgage or contract and on each of the notes which relate 
thereto; it should also appear on all receipts given and on all entries 
in the books relating to that sale. Where a series of notes is given 
for a sale, each should bear, in addition to the sale number, its own 
serial number, from 1 up. 

While purchasers’ ledgers are usually arranged alphabetically, 
as the name of the purchaser is the principal means of identifica- 
tion, it is convenient to file the securities numerically. Any pur- 
chaser’s notes can readily be found through the usual indexes and 
numerical filing greatly facilitates the checking of missing papers. 

All notes relating to any one sale should be clipped together, 
filed numerically or alphabetically and kept in a vault. Toward 
the end of a month, those notes falling due in the succeeding month 
should be taken out and placed in a current file for quick reference. 

Notes remaining unpaid should not be returned to the main file, 
but should be kept by themselves so that the amount of overdue 
notes may be readily verified, care being taken to see that pay- 
ments made on account are endorsed on the notes. Such matters 
may seem elementary—and this may be said of most of the 
mechanical difficulties—yet failure to observe such elementary 
rules has led to as much trouble as has the non-observance of 
sound theory. 

5. Collections. In not a few cases, the management has been 
dependent upon collections for the funds with which to carry out 
the improvements which have been undertaken; in all cases they 
rely on them to some extent. Therefore the prompt collection of 
payments due is a matter of the first importance. 

In some offices a small army is employed in this work, in others 
a few clerks under intelligent direction achieve equally good 
results. It has been found that the use of visible ledgers, with a 
complete set of colored signals, obviates the preparation of many 
lists, and if such a ledger be compared monthly with the notes held 
out for payment a double and valuable check is readily secured. 


III. DIFFICULTIES ASSOCIATED WITH THE FEDERAL INCOME TAX 


The imposition of an equitable income tax always has been, is 
now and always will be a matter of difficulty; the man on the 
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street calls it a ‘“‘teaser’’, while he of more classical attainments 
might describe it as a Herculean task—and thus afford another 
example of the elasticity of our language. 

The practitioner in income-tax work finds himself involved in a 
labyrinth of memoranda, laws, rulings, decisions and opinions, 
but unfortunately the tax is not as yet of sufficient age to furnish 
such a set of precedents as exists in other branches of the law and 
no Ariadne has appeared to provide him with the thread without 
which it is impossible to find his way with certainty. 

It is not safe to carry the metaphor further, or we might be 
charged with a desire to compare the authorities presiding over 
these regulations to the Minotaur whose best known characteris- 
tics are his undoubted bull-headedness and his desire to devour 
his victims. Nothing could be further from our intent than such 
a comparison; on the contrary, before discussing the difficulties 
related to the income-tax, we can not help speaking of those 
officers who are associated therewith. It is not desired to pay 
them a compliment, but merely to render to them a tribute which 
is due. 

No one can practise in income-tax work without coming into 
somewhat close contact by correspondence and in person with 
many members, in various grades, of the treasury department. 
The flock is an enormous one, the pasturage is not rich and, as in 
all other flocks, a black sheep occasionally finds entrance. If his 
color be due to absence of light, he does not rise; if it be due to 
mud-grovelling, he is separated from the sheep and turned over 
to the goats. 

In the course of considerable correspondence and many inter- 
views, I have yet to find one of the higher officers or employees 
who has declined to give a sympathetic hearing or who has failed 
to render to a taxpayer all the assistance which he believes the law 
allows. 

In all businesses the basic difficulty is to determine the taxable 
income, as defined by the law and regulations, which has been 
received during a given period; in the present instance this dif- 
ficulty is increased by the fact that the consideration received by 
the taxpayer—on which profits are necessarily based—is frequent- 
ly represented by a value which can best be indicated by “x.” 

This emphasizes the fact that balance-sheets and statements of 
profit and loss are, after all, expressions of opinion rather than 
statements of fact. The certificate of an accountant indicates 
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that in his opinion the statement to which it is attached correctly 
represents the condition, or the operations, of the business. A 
bookkeeper may prepare a statement similar in all respects, but 
a client desires and pays for the opinion of his accountant in the 
same manner as he wishes for the opinion of his doctor or his 
lawyer. Striking examples of the truth of this have occurred 
recently where some of the leading accountants in the world have 
positively declined to state their opinion regarding the accounts of 
some of the largest developments which they have audited: in 
other words, they have declined to express an opinion as to the 
final results which will accrue. 
A brief history of the legislation concerned with instalment 
sales of real estate will help to a clear understanding of the matter. 
No mention of such sales is made in any of the acts prior to 1921, 
but sec. 202 (c) of that act contains the negative provision that 
“Nothing in this section shall be construed to prevent . . . the taxation 
of that portion of any instalment payment representing gain or profit 


in the year in which such payment is received. 


The same clause appears in the act of 1924, and the act of 1926 
is the first one to contain any positive recognition of instalment 
sales. In sec. 212 (d) of this act, it is provided that 


“Under regulations prescribed by the commissioner, with the approval 
of the secretary . . . in the case of a sale or other disposition of real 
estate, if in either case the initial payments do not exceed one-fourth 
ng price, the income may . . . be returned on the instalment 


That is, the taxpayer may report as income in any taxable year 
that proportion of the instalment payments received in that year 
which the total profit to be realized bears to the total contract 
price, e.g., if the total profit be 20 per cent. of the purchase price, 
he may report as taxable income 20 per cent. of the actual receipts. 

There is added a rider to the effect that “initial payment” 
means all the cash, or its equivalent, received during the first 
taxable period. 

When dealing with this question, there must also be considered 
the definition found in the law of what is meant by receipts. This 
is stated in sec. 202 (c) of the act of 1926, which reads: 

“The amount realized from the sale or other disposition of property 
shall be the sum of money received plus the fair market value of the prop- 
erty (other than money) received.” 

We now come to the regulations, and it appears from them that 
the commissioner has treated the taxpayer more liberally than had 
the legislators. 
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In Regulations 33, under the acts of 1916 and 1917, article 116 
provides that instalment sales of real estate, where title passes to 
the purchaser, shall be regarded as closed transactions in which 
the entire profit is taxable in the year of sale. 

However, article 117 provides that if the vendor retain title the 
profits may be treated on the instalment plan, as is now allowed 
under the act of 1926. 

In Regulations 45, under the act of 1918, a fresh departure is 
made and the distinction made in Regulations 33 between sales 
in which title passes to the purchaser and those in which it is 
retained by the vendor is abolished, and another classification is 
made, as follows: 

(a) “Instalment sales” in which the initial payment is generally 
less than one-fourth of the purchase price and subsequent pay- 
ments are numerous and of small amount (article 45). 

(b) “ Deferred-payment sales not on the instalment plan” in 
which there is a substantial initial payment and, as compared with 
(a), a small number of subsequent payments each for a substantial 
portion of the price (article 46). 

Sales made under (a) may be reported on the instalment plan, but 
sales under (b) are regarded as closed transactions and the entire 
profit is taxable in the year in which the initial payment is made. 

It is to be noted that in Regulations 45 it is stated that the 
instalment payments are not ordinarily to be regarded as the 
“equivalent of cash’’ but sales under (b) are so regarded, and 
therefore such sales are to be regarded as closed transactions. 

Regulations 62, under the act of 1921, in articles 45 and 46 follow 
the wording of Regulations 45, except that in both cases (a) and 
(b) the words “readily realizable market value” are substituted 
for “equivalent of cash.” 

Regulations 65, articles 45 and 46, are similar to Regula- 
tions 45 and 62, except that the expression “fair market value” 
is substituted for “readily realizable market value.” 

Throughout the regulations, ‘‘fair market value”’ is defined as 
“that amount which would induce a willing seller to sell and a 
willing buyer to purchase.” 

In the case of normal sales, made under normal conditions, 
there is little difficulty in determining the amount of profit, and in 
the case of instalment sales the convenience of the convention, or 
figment, that each instalment consists of cost and profit may out- 
weigh the theoretical objections. 
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It is not necessarily so under abnormal conditions, such as exist 
during a boom, for then the majority of purchasers are speculators 
and the demand for cash is so great that purchasers willingly 
assume mortgages rather than pay cash, in the hope of reselling 
and passing the mortgages on to succeeding purchasers. So- 
called values, actual selling prices, pyramid so rapidly that 
anything like productive or commercial value is never thought 
of. Some years since a friend bought land for three dollars an 
acre; he was recently offered six thousand dollars an acre for it. 
Such increases naturally intoxicated dealers, who spent money like 
drunken sailors and, in many cases, like them, ended in the gutter. 

When there were offered on the market mortgage notes assumed 
by those whose names are powers in the financial world for 80 
cents on the dollar; when other good mortgages made by less well 
known people were offered at discounts ranging up to 60 per cent. 
and higher, it is ridiculous to speak of a fair market value. Such 
mortgages are an indication of strong faith rather than of visible 
value; they are indeed the substance of things hoped for and the 
evidence of things not seen. 

In determining the fair market value of a note, that note should 
be valued as if endorsed without recourse; if it can be sold only 
when endorsed, the price paid represents, in part at least, the 
value of the endorsement and not that of the note. 


THE REMEDY 


All these difficulties would vanish if the basis of calculation 
were changed, if fact were allowed to replace figment and if such 
phrases as “fair market value” and “readily realizable market 
value,” which may have originated in the good intention of helping 
the taxpayer, were consigned to that place for which they would 
make suitable paving material. 

In normal times it is often difficult to state the fair market value 
of contracts and mortgages received by a vendor, for even then 
cancellations do occur and are often difficult to estimate in ad- 
vance. 

If it be true that a vendor can not realize profit until he has 
received his cost of the property sold—which seems to be fairly 
obvious—then it is an arbitrary convention to say that each 
payment on an instalment sale contains the two elements of cost 
and profit. In many cases such a figment is convenient; in others 
it is a calamity. 
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The solution is to be found in some such provision as the follow- 
ing: 

In all sales of real estate, no taxable profit shall arise until the 
vendor has received in cash, or in obligations assumed by the 
purchaser, the cost of the property; after which all receipts shall 
constitute taxable income. 

Such a law would remove all doubt, would not be unfair to the 
government, would obviate the necessity for such expressions as 
“initial payment,” ‘fair market value,” ‘readily realizable 
market value,’’ and would simplify the rules dealing with re- 
possession. In other words, it would remove the cause of most 
of the arguments in this connection which have arisen between the 
government and the taxpayer; it would save both sides labor and 
expense; would greatly reduce the number of amended returns, 
and would lessen the labors of the board of tax appeals. 

It would also prevent the growth of an erroneous idea which 
appears to be gaining strength, that there is some mysterious 
basic difference between various sales, such as instalment sales, 
sales on the deferred-payment plan and closed transactions. No 
doubt, the birth of this idea is largely due to the effort made in the 
regulations to facilitate the preparation of returns in accordance 
with the rules which have been laid down. 

The department has done much to simplify this matter in T. D. 
3921 which has just been issued, for it brings out the fact that a 
sale on the deferred plan is not an instalment sale, but is a com- 
pleted transaction in which the vendor has received some securi- 
ties, the face value of which does not indicate their market value. 

Perhaps the matter is expressed most clearly in the form of a 
formula: 

Let p =the gross taxable profit. 
c =the cost of the property. 
r =the cash received, i.e., the initial payment. 
m =the fair market value of the securities received. 
Then, in every case p =(r-+m) —c. 

Obviously, this is true in the case of a normal sale where the 
mortgage is worth its face; equally obviously, it is true in the other 
extreme where the mortgage received by the vendor has no 
market value and m =zero. 

The suggested rule also removes another inequality which is 
now of frequent occurrence with relation to instalment sales and 


is due to the definition of an “initial payment.” A concrete 
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example offers the clearest explanation. Take the case of a tax- 
paver whose fiscal year is the calendar year and who sells real estate 
on an instalment plan under which purchasers pay 25 per cent. in 
cash and the balance in quarterly payments. If such a sale be 
made between October 1st and December 31st, it is an instalment 
sale, for only 25 per cent. is collected in the first taxable period. If 
a similar sale be made between January 1st and September 30th, 
it is no longer an instalment sale because the vendor will receive 
the cash payment and one or more quarterly payments, or more 
than 25 per cent., in the first taxable period. In such cases com- 
pliance with the regulations would force a taxpayer to divide his 
sales, all of which are made on identical terms, into two classes and 
to calculate his taxable income for any year from this one class of 
sale under two methods widely differing from each other. Unless 
memory is at fault, when I was studying logic I was instructed to 
apply to such a conclusion the phrase “reductio ad absurdum”’. 

The suggested law has been tested by applying it to many cases 
which have occurred in the course of practice in a territory which 
has thoroughly proved its fertility in producing such instances as 
well as the finest grapefruit in the world. 

It is not necessary to offer any apology for dwelling at length on 
this matter of simplifying the law regarding sales of real estate; 
the defect is basic. The fact that the difficulties are not imagi- 
nary but are very real appears to be amply proved by the fact 
that at the end of August the treasury department had not been 
able to issue regulations applying to the act which was approved 
on February 26th, although they had the basis of former regulations 
to work on. It is currently reported that the chief cause of this 
delay and a similar delay in publishing certain long-promised 
treasury decisions relating to real-estate sales, is the difficulty 
experienced by those who are expert in such matters in construing 
the law relating to these particular sales. If this be true, what 
chance has the inexpert taxpayer to place a correct construction 
thereon? 

It is believed that a simple solution is afforded, and it is hoped 
that this may lead to a crystallization of ideas and may assist in 
the formation of a public opinion, which will lead to a greatly 
improved condition. 

SYNDICATES 

In the present discussion the term ‘“‘syndicates”’ is applied to a 

group of interests, individual persons or corporations, which unite 
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their forces, consisting of wealth, penury, knowledge, sales ability, 
assurance or what not, for the purpose of handling specified 
property for the benefit of the group. Such an arrangement, in 
itself, is entirely proper and it is always a purchaser’s business to 
remember the caution, “‘caveat emptor.” 

While these syndicates assume various forms to meet varying 
requirements, they are usually regarded by the participants as 
partnerships or joint ventures, regardless of the fact that the 
regulations contain special rules applying thereto. Under these 
rules, and speaking generally, syndicates are usually regarded as 
falling in one of two classes: 

1. Joint ventures or 
2. Associations. 

If the syndicate be merely a loosely formed alliance for the 
purpose of arranging a sale or making collections, it is regarded as 
a joint venture and the share of each partner in any resulting profit 
or loss is returned by each individual member, no return being re- 
quired of the syndicate. On the other hand, such syndicates fre- 
quently prepare elaborate deeds of trust conferring on some one in 
the nature of a trustee powers as broad as, or even broader than, 
those possessed by the board of directors of a corporation: in such 
cases the treasury department regards a syndicate as an association 
and requires that a return be filed by the syndicate itself in the 
same manner as is prescribed for corporations. 

It is likely that this requirement has frequently been overlooked 
or disregarded and that many trustees may find themselves faced 
with charges of delinquency and resulting penalties. 

The dividing line between joint ventures and associations is a 
fine one and is affected so greatly by the details of each case that 
no general rule can be given in an article such as this. 


COMMISSIONS 


The principal difficulties with regard to commissions are of a 
mechanical nature and have already been touched upon. How- 
ever, numerous and conflicting decisions have been rendered by 
the treasury department and doubt sometimes exists as to the 
period in which commissions are to be regarded as income. 

With regard to commissions receivable which have been earned 
by a taxpayer, it seems to be fairly well established that they do 
not constitute taxable income until they are received by, or are 
available to, a taxpayer. For example, the mere fact that a cor- 
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poration has credited a salesman with commissions does not in 
itself constitute income to that salesman in this amount. If the 
corporation has at its command cash which is immediately avail- 
able and which can be turned over to the salesman, the amount 
may constitute income to him; on the other hand, if it be merely a 
credit to him which the company does not or can not make 
immediately available to him it does not constitute taxable 
income to him until such a condition exists. 

In the case of commissions payable, somewhat different condi- 
tions sometimes apply, and if in such a case as the above a cor- 
poration habitually keeps its accounts on the accrual plan, it may 
be allowed to treat such commissions as an allowable deduction in 
the period during which the entry is made. 

It seems to be well established that estimated contingent 
commissions are not a deductible item and that a reserve set up for 
any liability which is in fact contingent is not deductible. 


REPOSSESSION 


So far as the requirements of accountancy are concerned, there 
is no difficulty in dealing with mortgages or contracts which have 
been foreclosed, canceled or surrendered, by law or by agreement, 
so that the property covered thereby is repossessed by the vendor. 
It is clear that such property should be brought back on the books 
at the same price at which it was taken out from the property 
account, subject to any deductions for depreciation, obsolescence, 
etc. which have been suffered, or to any addition for material 
improvements or, possibly, for expenses incurred in regaining the 
property. 

Such a practice has been consistently prescribed by the regula- 
tions, and Regulations 65, article 46, require that in such circum- 
stances the vendor ‘‘ must include such real estate in his inventory 
at its original cost to himself, less any depreciation,” etc. 

However, the United States board of tax appeals has rendered 
several decisions which are directly opposed to this in the case of 
land the title to which has been conveyed by a vendor to a pur- 
chaser who has given a purchase-money mortgage as a part of the 
consideration. 

One of the clearest of such decisions is the appeal of Manomet 
Cranberry Company (B. T. A. 1, 706). 

In 1916 this company sold property for $139,500 and as this 
was the value in 1913, no profit arose from the sale. A mortgage 
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was given and cash paid by the purchaser so that in 1918 there 
remained $94,400 due on the mortgage. Default was made and 
the company bought in the property for $94,400 in addition to 
which it paid the costs of foreclosure and some arrears of taxes. 

The company contended that while in possession of the pur- 
chaser the property had depreciated in value to the extent of 
$45,100 and, therefore, the $94,400 represented the true value of 
the property at the time of its re-acquisition, and the company 
had made its return accordingly. . 

The commissioner claimed that under Regulations 65, article 46, 
quoted above, the taxpayer should have taken the property on 
its books at the original value of $139,500 and in this case the 
$45,100 which had been received in cash would constitute taxable 
profit. 

The taxpayer claimed that if such were the case it was entitled 
to a deduction for depreciation amounting to the same amount, 
and offered evidence as to the value. 

The board decided that neither was correct, although it agreed 
with the taxpayer in the statement that it had not realized any 
taxable profit. The board decided that there were two separate 
and distinct transactions; first, a completed sale and, second, the 
foreclosure, and that the commissioner could not treat these 
several transactions as one where the effect of so doing was to the 
disadvantage of the taxpayer. Therefore, it ruled that the 
taxpayer should bring the re-acquired property back on its books 
at the cost of $94,400 and not of $139,500, and that no realized 
gain existed until the property was disposed of. 

Possibly, an accountant would have brought the property back 
at $139,500 showing a profit of the $45,100 received, but would 
have offset this by writing off the same amount to depreciation. 
There are several ways of killing any cat. 

It is not clear whether or not a similar rule would apply to sales 
under which the vendor retained title to the land and gave the 
purchaser a contract. Be that as it may, and granting that it 
resulted in justice to the Cranberry Company, the decision affords 
ground for apprehension as it appears to lead to another case of 
reductio ad absurdum. 

On reading the Manomet Cranberry Company decision one may 
conclude that foreclosure is an essential requirement and that at 
a public sale it may be assumed that property will bring approx- 
imately its market value. However, in a later case (I. M. Davis, 
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B. T. A. 2,359) there was no foreclosure but the property was 
voluntarily surrendered by the purchaser. Unfortunately in each 
of the cases the facts do not bring out clearly the principle upon 
which the decisions rest. In the Cranberry case the amount due 
and costs appear to be identical with the bid in price. In the 
case of I. M. Davis the amount paid by the purchaser, the amount 
of depreciation allowed and the actual value of the property are 
the same, namely $15,000, and the decision is silent as to which of 
these three factors determine the “‘cost”’ of $15,000. 

The similarity of the two cases shows clearly that the principle 
does not depend on foreclosure but upon re-acquirement by any 
process. 

Under abnormal conditions, such as still exist in Florida, it is 
quite possible that no bidders would appear at a foreclosure sale of 
unimproved property, and in such a case the decisions quoted 
might be taken to indicate that the amount remaining due would 
be the measure of the cost of the property in re-acquirement, and 
if several similar pieces of property were re-acquired and if vary- 
ing amounts had been received on them, the results would be 
varying costs for properties of equal value. If this be true, 
ridiculous ‘‘costs’’ might result in extreme cases, such as re- 
acquirement after only the initial payment had been made, as 
compared with a case where all payments but the final one had 
been made. 

This leaves the matter cloudy and we pray for further decisions 
to throw a clearer light upon the subject.* 


* AuTHoR’s NoTte.—Just about the time when the above article was placed in the hands of the 
| wy there were published the new regulations, No. 69, applying to the revenue act of 1926. 
he fact that about nine months have passed since the aa t act indicates that the dif- 
Ities above described are not confined to accountants, for it Sa tame sepeeien eins the unu- 
sual delay which has occurred in ss the regulations has been due chiefly to difficulties 
related to transactions involving real esta’ 
The new rules do not der greatly from those formerly in force as modified in T. D. 3921; ent 
the most important changes to be noted are related to the repossession of lands sold on 
stalment or deferred-payment plan. 
As formerly, sales of real estate involving deferred payments are divided into two classes, (1) 


instalment a and (2) deferred nt sales not on the instalment plan. In oes o Lm o- 
instar we yh aE to meet the ties mentioned above with reference to determi 
mar! 


In calculating profits, no distinction is drawn between those cases where the vendor oe the 

purchaser a contract = those in which the vendor conveys title and receives back a mortgage. 

e in the case of repossession, a distinction is observed; in the former case the property 
is taken back on the vendor's books at the original basis (less any depreciation, etc.) while in the 
latter case a new transaction is considered to have occurred and the “‘fair market value"’ becomes 
the basic value on which the cost on repossession is to be calculated. 

“The fair market value of the erty shall be presumed to be the gman 8 for which the 
property is bid in by the vendor in the absence of clear and Suitants bed a contrary "’ 

At the annual meeting of the American Institute of Aecensaente = yi City in § 
tember, 1926, an amendment to the existing law, as s is article, was u y 
approved, and the executive committee was desired to do its Adve: hyd 5 
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REPORT OF THE SECRETARY* 
1916-1926 


By A. P. RIcHARDSON 


September, 1926, completes the first decade in the history of the 
American Institute of Accountants. The American Association 
of Public Accountants, established in 1887, was succeeded and ab- 
sorbed on September 19, 1916, by the new organization. At this 
first decennial anniversary of the formation of the Institute it is 
appropriate that there should be a brief synoptic record of the 
things which have been done and the changes which have taken 
place. Such a report should not attempt to review the great de- 
velopment of accountancy as a whole but rather the accomplish- 
ments of the Institute which have been chiefly instrumental in 
making possible the profession’s progress and present prestige. 
The following summary of the principal labors and functions of 
the Institute is accordingly presented for the consideration of the 
council. 

EARLY HISTORY 


The American Association of Public Accountants was origi- 
nally a society of individual and direct membership, but its func- 
tions were largely social and, except in one direction, its effect 
upon the general public was not far reaching. In 1896 its mem- 
bers were responsible for the introduction of the first legislative 
measure designed to regulate the professional practice of accoun- 
tancy. This was a bill providing for the certification of ac- 
countants under the legal designation, “certified public ac- 
countants,” in the state of New York. The bill became law and 
thus began a movement for certification which has since spread 
to every state, the District of Columbia and three of the terri- 
tories of the United States. In 1904 an international congress 
of accountants was held at St. Louis, Missouri. There were 
representatives of the leading American, British and Canadian 
societies and of the principal state societies which had sprung 
up with the spread of C. P. A. legislation. The American Asso- 
ciation and the Federation of Societies of Public Accountants 
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were the only American organizations of national scope and it was 
suggested that they should be amalgamated as there was prac- 
tically no difference between their purposes. This idea was car- 
ried out in 1905 when the American Association absorbed the 
other organization and so amended its constitution and by-laws 
as to admit, with certain extremely liberal limitations, the mem- 
bers and associates of state societies to similar classes of member- 
ship in the American Association. From 1905 to 1915 the asso- 
ciation developed in numbers and influence; but it suffered from 
some inherent weaknesses which prevented the full extent of 
progress which, without them, would have been possible. The 
chief difficulties were the practical impossibility of inflicting dis- 
cipline upon a membership derived and continued through local 
and independent societies; the divided allegiance of delegates 
appointed by state societies to a national organization; the widely 
differing standards of state laws and regulations, which made 
membership in the association a thing of varying significance and 
the whole no stronger than the weakest part; and some other less 
serious conditions which are no longer memorable. The rapidly 
increasing number of state C. P. A. laws, with no approach to 
uniformity among them, and the wide variety in administration 
of these laws threatened to destroy utterly the meaning of the 
C. P. A. certificate. Some states had good laws badly adminis- 
tered; some, good laws well administered; some, weak laws and 
weaker administrations; and some, weak laws whose evil was 
partly offset by honest administration. In all states the regula- 
tion of the profession was subject directly or indirectly to the whim 
and uncertainty of political influence. 


FORMATION OF AMERICAN INSTITUTE OF ACCOUNTANTS 


For these reasons and a few others of minor importance, which 
have not been mentioned, the American Association in 1915 
appointed a special committee to investigate the conditions and, 
if it seemed desirable, to report a plan for reorganization which 
would overcome the difficulties confronting the profession and 
prevent the further expansion of the chaos which menaced the 
practice and its regulation. That committee consisted of J. E. 
Sterrett, W. Sanders Davies, Carl H. Nau, Waldron H. Rand and 
Elijah W. Sells, with the president, J. Porter Joplin, ex officio. 
The committee reported that it had reviewed the history and ex- 
isting conditions of the profession with great care, and it recom- 
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mended that a new organization be created to which the member- 
ship of the association could be transferred by individual action 
of each member within a certain limit of time. The committee 
recommended that the new organization should be incorporated 
in the District of Columbia; its membership, after the charter 
members, should be admitted only by examination conducted by 
its own board of examiners; each member should be directly amen- 
able to discipline for unprofessional conduct; and no control or 
influence, overt or secret, should be exerted upon it by any politi- 
cal authority whatsoever. The committee suggested the incor- 
poration of the Institute of Accountants in the United States of 
America, which was consummated in May, 1916. In September 
of the same year the American Association of Public Accountants 
by unanimous action approved the report of the committee. The 
Institute thereafter carried on the work of the national organiza- 
tion, although the charter of the American Association has never 
been relinquished. The name of the new society was changed 
shortly after to ‘‘American Institute of Accountants.” This in 
brief is the record of professional organization in America prior to 
the beginning of the Institute’s activity. 


PURPOSES OF THE INSTITUTE 


The first article of the constitution of the Institute sets forth 
the principal purposes in the following words: 

Section 1. The name of this organization shall be the American Institute 
of Accountants. Its objects shall be to unite the accountancy profession 
of the United States; to promote and maintain high professional and moral 
standards; to safeguard the interests of public accountants; to advance the 
science of accountancy; to develop and improve accountancy education; 
to provide for the examination of candidates for membership, and to en- 
courage cordial intercourse among accountants practising in the United 
States of America. 


In reviewing the ten years now ending it is of interest to con- 
sider whether these purposes have been achieved or not. 


RESOURCES 


The resources, financial and intellectual, of an organization 
are not necessarily the measure of accomplishment, because it is 
possible to conceive of great supplies of wealth and mind lying 
dormant, but it is undeniable that resources are needed as a 
foundation if there is to be any substantial building. Conse- 
quently, the financial statistics which follow are important. The 
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question of intellectual resources is answered by the facts which 
will appear later in this report. In 1916 the balance-sheet of the 
American Association showed total surplus of $11,605.74. This 
was the amount turned over to the new Institute. The office 
was a small room at 55 Liberty Street, and the secretary’s staff 
consisted of one stenographer. At the end of August, 1926, the 
resources of the Institute and its allied activities constitute a 
grand total of $297,215.26. The chief factor in this sum is the 
endowment fund with its related corporation, the American 
Institute of Accountants Foundation. The Institute owns and 
occupies a five-story building at 135 Cedar Street, New York. 
The cost of the building, with improvements which have been 
made since purchase, is $125,660.44. The only encumbrance 
upon the ownership of the building is a bond issue, originally 
amounting to $90,000, but now curtailed to $75,000, and being 
reduced in October of each year by the calling and cancellation 
of bonds to the value of $5,000. 


MEMBERSHIP 


The intellectual resources of the Institute depend upon the 
quality of its membership. It has not been the policy of any 
administration to make what is called a “‘drive’’ for members, 
but instead to encourage desirable men and women to affiliate 
with the Institute if they could meet the requirements of exami- 
nation, practice and character. The Institute has increased un- 
interruptedly through the ten years of its life. Even the war 
did noi greatly affect the numbers of new members. The stand- 
ards of admission have been well maintained. The following 
tabulation shows the numbers of members at the end of each 
fiscal year: 


Year Members Associates Total 
1,303 303 1,606 
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PROFESSIONAL ETHICS 


One of the prime purposes for which the Institute was founded 
was the establishment and enforcement of a code of professional 
ethics which should be at least as high as that of any other learned 
profession. The code adopted by the council in April, 1917, has 
been strengthened and augmented slightly from time to time and 
is now regarded as fairly comprehensive. The committee on pro- 
fessional ethics, one of the elected committees, has been contin- 
uously engaged in the inculcation of ethical principles and in the 
consideration of cases placed before it. Complaints have been 
formally presented against 22 members and two associates, and 
the council sitting as a trial board has dealt with them as follows: 
Expelled, 1; suspended, 9 (one of whom was subsequently exon- 
erated); admonished, 4; censured and subsequently exonerated, 
2; accepted resignations of persons under charges, 3; acquitted, 2 ; 
cases now pending, 3. The offences charged have ranged from 
deliberate fraud to unprofessional conduct such as solicitation, 
advertising, etc. 


BOARD OF EXAMINERS 


The board of examiners has conducted semi-annual examina- 
tions of applicants seeking admission to the American Institute 
of Accountants. The board consists of nine elected members, 
who meet monthly throughout the year, with the possible excep- 
tion of one summer month. Since the foundation of the In- 
stitute the board has dealt with 1,728 applications for admission. 
In 1917 it seemed wise to offer the use of the board’s papers and 
services to state boards of accountancy in the hope that a stand- 
ard of examination might supersede the inconsistency of the 
conditions then prevailing in many of the states. At present 34 
states and two territories are setting the Institute examinations 
as the test preliminary to registration as certified public account- 
ants. We have, then, 69 per cent. of the 52 statutory boards of 
accountancy adopting a standard which is certainly not excelled 
in any jurisdiction. This plan has saved the certified public 
accountant certificate from falling into disrepute and final col- 
lapse. Under the plan of coéperation the Institute board has 
supplied examination papers for 8,172 candidates for certification 
in the states which have adopted the plan. 

At the beginning of the Institute the board of examiners refused 
to accept as satisfactory the results of any examination other 
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than its own. In 1922, however, it appeared that this rule might 
be modified to some extent and the board was granted the priv- 
ilege of accepting in lieu of an Institute examination a certified 
public accountant certificate, issued after examination, or mem- 
bership in a foreign society, based upon examination. It was 
provided, however, that each case must be decided on its individ- 
ual merits and that the examinations recognized must be con- 
sidered by the board sufficient to demonstrate the technical 
ability of applicants. As the result of the operation of this new 
rule the board has recommended the admission of 165 members 
and 61 associates who have not been required to pass the Insti- 
tute’s examination. 


ENDOWMENT FUND 


Soon after the Institute was founded the idea was conceived by 
George O. May, warmly supported by E. W. Sells and others, 
that there should be an endowment fund from the income of 
which the Institute would maintain a library and a bureau 
of information. The proposal was approved by the council, 
and a campaign to raise money led to donations amount- 
ing in the first year of the plan to $111,746.83. Initiation fees and 
the profits from the sale of books published under the endowment 
fund have been added to the principal amount or to the funds of 
the American Institute of Accountants Foundation. These accre- 
tions supplemented by other donations increased the endowment 
fund until at the end of August, 1926, it stood at $216,543.71, 
taking all securities at their current market value of that day. 
In 1921 a new corporation known as the American Institute of 
Accountants Foundation was chartered under the laws of the 
District of Columbia to receive and expend for scientific and edu- 
cational purposes donations and other funds which might be 
presented to it. The principal account of the Foundation at 
August 31, 1926, amounted to $44,675.65. 

The bureau of information operated by virtue of the endow- 
ment fund is unique. No other profession seems to have adopted 
any plan at all similar to it. The bureau receives questions from 
members, answers them if possible from written matter, but, if 
not, refers them to other members whose experience makes them 
competent to answer. The bureau is thus a clearing house of in- 
formation and the identity of those who inquire and those who 
answer is not divulged to anyone. The whole transaction being 
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anonymously conducted, no one feels the least hesitancy about 
making use of the facilities. Since the bureau was created the 
following numbers of questions have been received and answered. 
The years in these statistics are the fiscal periods ended August 
31st: 


1,444 pia sci 4,104 

LIBRARY 


The library of the Institute has been accumulated chiefly by 
expenditure of the income of the endowment fund. A few im- 
portant donations of sets of books have been made, and a great 
many individual volumes have been presented by their authors. 
There is a circulating department which is much indemand. The 
library is certainly the best collection of accounting literature in 
America and quite possibly in the world. The following figures 
indicate extent and growth: 


1,389 1,632 3,021 
1,765 1,757 3,522 
2,916 3,232 6,148 
3,422 3,785 7,207 
3,751 4,333 8,084 
4,215 4,948 9,163 
4,767 5,763 10,530 


Many of the answers to accounting questions supplied by the 
bureau of information have seemed to be of such importance to 
the profession generally that 27 special library bulletins contain- 
ing selected answers have been issued. The outstanding accom- 
plishment of the librarian is the compilation and editing of the 
Accountants’ Index published in 1921 and its supplement pub- 
lished in 1923. The two volumes constitute a comprehensive key 
to all the literature of accountancy in the English language in 
print in 1912 and published subsequent to that year. The ac- 
counting profession acknowledges this to be a contribution to the 
advancement of the science and an addition to the literature 
which has never been excelled. 
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As a logical outgrowth from the library and bureau of informa- 
tion the council has approved the establishment and operation of 
a bureau of research. This plan is now being developed, but its 
fruition will not come within the period under review in this 
report. 

‘““THE JOURNAL OF ACCOUNTANCY” 

THE JOURNAL OF ACCOUNTANCY has been an official publication 
of the American Association of Public Accountants and the 
American Institute of Accountants from its beginning in 1905. 
The actual publication was in the hands of the Accountancy 
Publishing Company until 1911. Then, by an agreement be- 
tween the American Association and the Ronald Press Company, 
the association undertook editorial control and the company the 
duty of publication. This arrangement was terminated in 1921 
when the Institute assumed control of both departments. A 
corporation, The Journal of Accountancy, Incorporated, received 
a charter from the state of New York and the magazine has since 
been published promptly and satisfactorily by this new company. 
The publishing company occupies parts of two floors in the In- 
stitute’s building and thus contributes substantially to the rental 
income. The circulation of the magazine has declined in common 
with the general decline in magazine circulation in the last few 


years. 
The net paid circulation of the ten fiscal years follows: 


A small two-page bulletin of confidential information for 
members was published in December, 1916, and continued until 
1924, when it seemed well to increase the size and scope and to 
offer the bulletin for sale outside the membership. The responsi- 
bility for publication of the bulletin was then assigned to The 
Journal of Accountancy, Incorporated. This supplement to THE 
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JOURNAL OF ACCOUNTANCY has been well received by a small num- 
ber of subscribers and is almost self-supporting, although it con- 
tains no advertising of any kind. The circulation at the end of 
August, 1926, was 3,471. 


OTHER PUBLICATIONS 


In addition to these magazines and the Accountants’ Index, 
the Institute and its subsidiary organizations have published other 
texts of value to the profession. Although these ventures have 
not been undertaken solely or primarily with the hope of finan- 
cial reward, as a whole they have been profitable. The following 
table contains statistics of the publication of all books issued by 
the Institute, the board of examiners, The Journal of Account- 
ancy, Incorporated, and the American Institute of Accountants 
Foundation: 


Title Sales Cost Profit 
Accountants’ Index, Supplement......... 2,905.17 5,600.02 *2,694.85 
Audit Working Papers..............04. 30,470.51 17,846.42 12,624.09 
Duties of the Junior Accountant......... 12,469.55 4,914.71 7,554.84 
Introduction to Actuarial Science........ 4,395 .89 1,746.18 2,649.71 
Examination Questions................ 9,128.27 5,903.18 3,225.09 


$79,237.22 $62,009.07 $17,228.15 
* Loss. 


EDUCATION 


The education of the accountant is one of the chief con- 
siderations of the Institute. A standing committee, originally of 
three members, but now increased to five with a system of rota- 
tion in appointment that assists continuity, has kept in close 
touch with the schools of business, commerce and accounts 
throughout the country and has made complete tabulations of 
educational statistics. This committee has been charged with the 
duty of preparing a comprehensive curriculum which will be 
offered to schools as a guide or perhaps as a definite outline of 
study. The committee for the past two years has been discussing 
a general summary of the nature of accounting work so that a 
curriculum may be founded upon the actual requirements of pro- 
fessional practice. 
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BUREAU FOR PLACEMENTS 


Closely related to the work of the committee on education, 
but entirely independent of it, is the recently formed bureau for 
placements, which is conducted by a special committee with the 
approval of the executive committee. The bureau has been 
financed by contributions from some of the leading firms of 
accountants, but its services are available to all members. The 
intention of the committee is to encourage college graduates to 
select accountancy as a profession and to enter the offices of 
members of the Institute on a three-year contract of employ- 
ment. This innovation was begun in the spring of 1926 and 
accordingly has not had opportunity for full development. Its 
operations so far, however, have exceeded the expectations of 
its sponsors. One hundred and twelve colleges have expressed 
approval of the plan, 277 graduates have applied for employ- 
ment and requests for 74 men have been received from 26 firms. 
When the bureau’s experience is longer the question of possible 
expansion will be answerable. 


COOPERATION WITH BANKERS 


The relations between accountants and bankers today differ 
vastly from those of 1916. There has often been a tendency to 
recrimination between the two classes of men and this has led 
inevitably to a good deal of strain upon the friendliness and help- 
fulness which should be manifest. The banker is too ready to 
attribute fault to the accountant, and the latter frequently takes 
refuge in the claim that the banker is to blame. The way out of 
the difficulty lies through understanding and forbearance on both 
sides. With this in mind the Institute established a system of 
interchange of criticisms and opinions between a special commit- 
tee and a similar committee of the Robert Morris Associates, the 
principal organization of the credit officers of banks. The two 
committees have worked in harmony for several years and as a 
result there is a much better knowledge of the facts by account- 
ants and bankers. This codperative effort is continuing. Many 
somewhat complex questions of accountancy practice and pro- 
priety have been answered by the Institute’s committee, and a 
less number of criticisms has received the earnest consideration 
of the bankers’ committee. One of the fundamentals upon which 
codperation between accountants and bankers has been con- 
structed is the outline of the minimum requirements for a 
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balance-sheet audit issued by the federal reserve board under 
the title, Approved Methods for the Preparation of Balance- 
sheet Statements. This outline was prepared by the American 
Institute of Accountants at the request of the federal trade 
commission and, after endorsement by that commission, was 
published by the federal reserve board with the recommenda- 
tion that the procedure described be required by bankers. This 
programme of audit although now nine years old is still the model 
for the banking and accounting community of this country. 


PUBLIC AFFAIRS 


In 1921 and 1922 there seemed to be a desire by some mem- 
bers that the Institute should undertake a nation-wide campaign 
of advertising the profession, not in a personal but in a corporate 
sense. It was suggested that a fund of $500,000 should be raised 
to cover the expenses of a five-year adventure. The proposal 
did not appeal to the membership and the amount of subscrip- 
tions was inconsiderable. This effort to encourage interest in a 
plan of propaganda was productive of a modified scheme for 
attracting public attention, and in 1923 a special committee was 
appointed to conduct a bureau of public affairs. This bureau has 
been in existence for more than two years. It has succeeded in 
obtaining a large quantity of newspaper and magazine publicity; 
it has undoubtedly encouraged many members to increase their 
participation in various kinds of public service; it has issued six 
letter-bulletins discussing matters of timely interest. This has 
been done at a total cost of approximately $50,000, of which the 
Institute has contributed $9,286.19 and the members have given 
$36,957.25. Sales of the bureau’s publications have produced 
the balance. The titles and circulations of letter-bulletins follow: 


Subject Number distributed 
105,000 
6. Bankruptcy problems. 30,000 


STATE LEGISLATION 


A subject of constant anxiety to the accountant is the legis- 
lation of the many states, which is liable to sudden and unforeseen 
confusion in the political kaleidoscope. The Institute’s concern in 
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the question of legislation is in part inherited from the American 
Association, its predecessor, and in part the result of recent de- 
velopments. Many of the state and territorial laws regulating the 
practice of accountancy are founded upon model bills drafted by 
the American Association of Public Accountants or by the Insti- 
tute, and nearly all are influenced by if not directly transcribed 
from these bills. The development of the profession and the 
changing conditions of politics demand unremitting watchfulness. 
The Institute’s committee on state legislation follows closely the 
sessions of state legislatures and has been the chief instrument 
in preventing the abolition of some good laws and in encourag- 
ing the enactment of laws where needed. It has been in close 
codperation with similar committees of state societies, so that 
concerted and effective action has almost always been possible. 


PROTECTION OF PROFESSION 


An incident which attracted a good deal of attention at one 
time was the creation of an organization in the District of 
Columbia known as the National Association of Certified Public 
Accountants. This association issued to its members certificates 
which bore the words, ‘‘certified public accountant.” In order to 
protect the profession against possible injury from this source, 
evidence was collected under the direction of the counsel for the 
Institute, J. Harry Covington, and a suit in equity was instituted 
by the United States of America, plaintiff, against the National 
Association of Certified Public Accountants, a corporation, de- 
fendant. The plaintiff in the case sought a preliminary injunc- 
tion restraining the National Association from issuing C. P. A. 
certificates. A brief was prepared by J. Harry Covington and 
presented to the United States attorney for the District of 
Columbia. The injunction was granted by Justice Hoehling on 
June 12, 1922, and made permanent after appeal to the court of 
appeals of the District of Columbia July 18, 1922, exactly one 
year after the first evidence in the case was obtained by the 
Institute. 

FEDERAL LEGISLATION 


The legislative interests of the Institute do not end with the 
states but extend also to national affairs. The chief subject 
which nas engaged the attention of the Institute’s committee on 
federal legislation has been the taxation of incomes and profits. 
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From the beginning of the congressional effort to impose an 
excise tax in 1909 to the latest enactment of a modified income- 
tax law in 1926, the Institute (or, prior to 1916, its predecessor) 
has been in consultation and collaboration with committees of 
the senate and house of representatives. The first laws were 
originally drafted in great part by members of the American 
Association and consistent attempt was made to encourage the 
enactment of fair laws founded upon practical principles and 
liable to just administration. Much of the success of law and 
regulation is due to the Insti'tute’s assistance through its com- 
mittee and to the invaluable advice and aid given by many mem- 
bers who devoted their time and talents without stint to the 
service of the country during the war and in the years next there- 
after. It would be futile to endeavor to give anything like a 
complete record of the service of the members and committees 
of the Institute in this one field of federal taxation. 


WAR SERVICE 


The war, of course, changed all the conditions of life and 
professional practice. Before the United States had finally 
acknowledged its obligation to enter the war, and when some 
few people were still professing to believe that this country 
should remain neutral, the Institute was in communication with 
the government at Washington, and the moment war was de- 
clared a committee of the Institute took its place in the capital 
and rendered technical advisory service without thought of com- 
pensation. No doubt a great many accountants would have found 
their way into the armed and technical forces of the nation had 
there been no Institute, but it is incontrovertible that the organi- 
zation of the profession and the possibility of obtaining through 
the Institute’s office the kind of men required for various activ- 
ities made it practicable to employ the profession with full power 
and effect. It is not desirable in such a review as this to specify 
the service rendered by any one member. Let it suffice to say 
that out of an average wartime membership of 1,222, including 
the associates, the Institute has record that 257 members served 
their country or with their country’s allies. Most of these men 
were assigned to duty on the recommendation of the Institute. 
There were probably many others who have not reported their 
services. 
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There are many other committees of the Institute whose 
deeds have helped forward the general progress of the profes- 
sion, but in the cause of brevity they must be omitted from so 
condensed a review of the Institute’s first decennium. The prin- 
cipal accomplishments have been mentioned and no attempt has 
been made to predict the developments which lie ahead. It is 
with fact that this report must be concerned. 


REGIONAL MEETINGS 


It is of interest to all the members of the Institute to con- 
sider the remarkable developments that have taken place in the 
method of organization. In the beginning it was felt that the 
annual meeting of the Institute might provide the necessary op- 
portunity for assembling and for building personal friendships 
among the members. The year 1920, however, witnessed the 
beginning of an experiment which has grown to nation-wide pro- 
portions. In that year a regional meeting of the members of the 
Institute in Illinois and adjacent states took place in Chicago. 
There was no attempt at formal organization. It was simply a 
local meeting to which everyone who felt an interest in account- 
ancy was invited. The movement thus begun has spread until 
today there are four regularly recognized regions of the Insti- 
tute, most of them holding two meetings a year. 


CHAPTERS 


When the Institute was founded there was no provision for 
local chapters, as it was believed that chapters might duplicate 
the functions of some of the state societies. It soon became 
apparent that there was a real demand for local branches of the 
Institute and accordingly the constitution was amended to permit 
chapter organizations. Since that time chapters have been formed 
and approved by the council as follows: 


California Oregon 
Illinois Philadelphia 
Kansas City Pittsburgh 
Maryland Rhode Island 
Massachusetts St. Louis 
Michigan Southern Ohio 
Northern Ohio Texas 
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Report of the Secretary 


FOREIGN AFFAIRS 


It remains to report that the relations with foreign societies 
of accountants have been increasingly cordial. On several occa- 
sions representatives of the leading societies have been present 
at meetings of the Institute, and the Institute has been repre- 
sented at various meetings abroad or in Canada. A spirit of help- 
fulness in the international field is quite manifest and is doing 
much to help forward the cause of world accountancy. 


This, then, is in brief the ten-year history of the American 
Institute of Accountants. The record has been set down in blunt 
statement without any attempt to dwell upon or to emphasize any 
portion of it. It is the kind of chronicle in which comment would 
be entirely superfluous. 


| 
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EDITORIAL 
2 The tenth annual meeting of the Ameri- 
— ” can Institute of Accountants, held at 


Atlantic City, September 21 and 22, 
1926, was a striking demonstration of the steady upward growth of 
the accounting profession in America. The discussions were 
conducted on a high plane and throughout all the sessions there 
was manifest a dignified esprit de corps. Accountants from all 
parts of this country and visitors from Canada participated in the 
activities. The results of the meeting will doubtless be helpful to 
the entire profession. Several matters of far-reaching importance 
to accountancy were considered and it was evident that the intent 
at all times was to advance the interests of the whole profession. 
The paper read by P. W. R. Glover, which appeared in the Oc- 
tober issue of THE JOURNAL OF ACCOUNTANCY, was an instructive 
epitome of the conditions controlling the legal regulation of 
accountancy in the states of the union. Every accountant, 
whether certified or not, must feel an interest in this vital matter, 
and the conclusions reached by Mr. Glover, while they may not 
meet with unanimous approval, will certainly attract attention 
and conduce to effective thinking. The difficulties which are 
inherent in political regulation of a profession were ably sum- 
marized by the speaker, and although some of us may feel a sense 
of regret at the discouragement which he displayed with regard to 
the possibility of restrictive legislation, all must admit the strength 
of his arguments and be stimulated to greater endeavor for the 
enlightenment of the public as to the true meaning of accountancy. 
In the early days when the great aim was merely to have a law 
written on the statute books the difficulties which have since 
arisen were not foreseen. Then it was the opinion that when the 
law providing for certification of accountants had been passed we 
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Editorial 
should come into a kind of land of Beulah. Now having come 
into a new land we find that Beulah is still ahead. It seems to be 
inevitable that the course of accountancy legislation shall be 
more than ordinarily disturbed by the political tactics of legisla- 
tors and lobbyists. 


Aesesiet Gat = paper by Henry B. Fernald, which 
anton Tiinemeedl so appeared in the October issue of 
this magazine, upon the general subject 
of accountants’ certificates led to a discussion which occupied 
practically an entire session. The subject is one in which every 
accountant naturally is concerned, even if it does not fall to the 
individual practitioner himself to sign a certificate. There are 
many members of the Institute, probably, whose activities do not 
involve the preparation of certified statements, but even such 
members are intimately affected by the significance of the ac- 
countant’s certificate. If the publicfor whom the certificate really 
is written can be brought to a full comprehension of the impor- 
tance which attaches to the accountant’s opinion every accountant 
will be helped forward in his effort to occupy his proper position in 
the professional world. Mr. Fernald’s paper was intended to be 
and was provocative. Many of the questions which he presented 
called forth immediate discussion, and there is no doubt that the 
close attention paid to the discussion was merely a reflection of the 
enthusiastic interest of the listeners. 


The Decade - was expected, the meeting had 
Reviewed requent reminders of the fact that the 

first decade of the Institute’s life had 

ended. The progress of the profession throughout the country 
has been remarkable during the ten years since the American 
Association of Public Accountants was reorganized and took the 
form of the Institute, and there was a natural feeling of satis- 
faction in the evidence of growth and progress which the com- 
parative figures revealed. The meeting resolved that the secre- 
tary’s report, covering the decennial period, should be published 
in THE JOURNAL OF ACCOUNTANCY and should be given other 
general distribution as well. The report will be found on another 
page of this issue. Some of the most remarkable figures which the 
ten-year summary contains relate to the library and bureau of 
information. It seems doubtful if the rate of development which 
this department of the Institute’s work has maintained can be 
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paralleled in any other library. The ratio of increase year by 
year since the library was founded is altogether noteworthy. 


To Meet in It was the will of the meeting, unani- 
California mously expressed, that next year the 
Institute should meet on the Pacific 
coast, and after consideration of the invitation extended by the 
members from California it was resolved that Del Monte should 
be the place. Those to whom the beautiful country about 
Monterey is known will not need to be invited to attend a meeting 
there. There is no more attractive part of the always delightful 
California coast than that which the Institute has selected. 
The hospitality of Californians is nationally known. It will be 
twelve years next fall since the national organization held a meet- 
ing west of the Rocky mountains. There is to be a meeting of the 
Dominion Association of Chartered Accountants in one of the 
western provinces at a time shortly before or shortly after the 
Institute’s meeting and those who attend one meeting can easily 
attend both. The members in California are already bestirring 
themselves to arouse interest in the meeting of 1927. For these 
and many other reasons it is expected that when the Institute 
assembles in September next year there will be a large attendance 
from all parts of the country and that the year which will mark the 
fortieth anniversary of the founding of the original American As- 
sociation of Public Accountants will be celebrated in a way com- 
mensurate with the importance of the occasion. Californians in 
the Institute are suggesting that we should draw attention thus 
early to the selection of Del Monte as a place of meeting, and it is 
a pleasure to comply with this request. 


One of the changes which will probably 

joo —— take place in the education and experi- 
ence of the public accountant of tomor- 

row will be a trend toward the economic view of financial and 
industrial questions. Heretofore the accountant has been rather 
inclined to be an accountant and nothing more. By this we 
mean that he has devoted himself almost exclusively either to 
what might be called the pure or to the applied science of accounts. 
He has been inclined to look first toward the accounts and second- 
arily, or perhaps not at all, toward the great underlying causes of 
condition. In other words, he has reasoned deductively from ap- 
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parent facts. In the coming day he will probably change the 
method of approach at times and follow the more philosophical 
process of induction. To do that it will be necessary for him to 
increase his grasp of the economic and social theories. He will be 
required to be a student of history—and by that we do not mean 
the text-books which relate the glories of any one race or nation. 
Already there are evidences of an occasional excursion in the field 
of political economy, but there has been no widespread migration 
or even effective inroad into the broader country. There are 
those who say that a man can not be expected to have a fair 
comprehension of statistics unless he knows the reasons for the 
things enumerated. Some folk go so far as to say that one must 
be a careful student of sociology and many other things as well. 
But for the most part these are academic counsels of perfection 
which we have not the slightest intention of putting into practice. 


. All this is induced by a speech recently 
Inheritance and reported in which there is so striking an 
example of the force of economic think- 
ing when applied to financial problems that one is led to wonder 
why we have not more economists among our accountants. The 
speaker was Sir Josiah Stamp, chairman of the section of economic 
science and statistics of the British Association. His subject 
was the theory of inheritance in its relation to the distribution of 
wealth; and, after a thoughtfully developed process of reasoning, 
the speaker arrived at certain conclusions which, although he 
declared them to be purely provisional, are nevertheless of such 
significance that every student of affairs will feel an interest in 
them. It is, of course, impossible to reproduce the entire speech 
which this eminent economist delivered, but the conclusions are 
brief and they do in effect summarize the entire utterance. 
There was a time when the question of inheritance was less con- 
siderable in this country than it is today. Now we have come into 
a time of great wealth which in the very nature of things must be 
passed on from generation to generation, and therefore the coun- 
try is faced by a problem that must be answered. Here are the 
conclusions which the speaker reached: 


‘1. In the past century unprecedented economic advance has been due 
in the main to the greater use of invention and fixed capital. This has, in 
turn, made new accumulation of savings possible, and has been 
possible by the growing fund of accumulation. In this accumulation the 
principle of inheritance or bequest has played an important part. Where 
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there has been freedom from the shackles of a family diffusion system the 
greater progress has been possible. The individual motives which are 

rative under such a system are stronger than ever, but operate over a 
diminishing part of the field; they are also stronger over a short period, and 
of diminishing effect over a long period of time. In other words, com- 
munal saving via company reserves (not subjected to the individual voli- 
tion for saving against spending) and via repayment of debt through funds 
derived from taxation, and via large capital efforts (housing, &e) partl 
financed through taxation, is an increasing proportion of the total. 
Although some of the values set up by such collective sums may re in 
individual estate values, they are not created or destroyed by interference 
with or promotion of the right of inheritance. 

‘2. The remaining considerable section of capital accumulation is still 

werfully affected by inheritance rights, and would be more affected than 

eretofore by interference with rights in the direct line, though less 
affected than hitherto by rights out of that line. More considerable 
changes might be made in the width of the rights than hitherto without 
seriously affecting accumulation. On the other hand, the time element is 
changing—accumulation is just as sensitive in the immediate provision and 
immediate rights of family enjoyment but less sensitive to change (by 
restriction or encouragement) in the most remote rights. 

“*3. The sense of ‘social injustice’ is directed against inequality of 
wealth, of which inequality through inheritance is not now the larger part. 
This sense, if limited to inheritance features, has less economic reaction 
than is generally pappene- In any case, it is a sense which is not scien- 
tifically my I think it probable that, through the inequalities due to 
the system in which inheritance has a part, the average man has a slightly 
smaller proportionate share of the aggregate than he would have had if 
there had been no inheritance system, but a substantially larger absolute 
amount, because he shares a larger aggregiite or better standard of life 
than he would have had under a system with no such aid to accumulation. 
Whether in these circumstances he is justified in having a sense of injustice, 
whether it is better for human welfare to have a low standard without 
envy, or a higher one with envy, is a matter lying beyond economics in the 
sphere of social psychology and philosophy. 

“4. The particular claims for unlimited rights of bequest, as settling the 
best economic direction and control, are gradually losing their force. 

“‘5. The principles upon which death duty taxation is at present based, 
though they may be the best available when administrative aspects are 
included, might be improved upon by closer regard to the foregoin 
analysis. The actual sum now being raised is not necessarily more harmf 
economically than a similar sum raised by additional income tax, but it is 
more repressive in accumulation than the same sum would be if a less sum 
were raised at lower rates on the first succession and the balance were 
raised at higher rates on succeeding successions.” 


The calm consideration in this manner of a subject too often 
regarded as a football in taxation and as a bombshell in radical 
politics most assuredly has for accountants a value that is not 
merely intellectual. 


on ._,  Thereport of the committee appointed 
eo me mane by the British parliament to make rec- 
ommendations for amendments in the 

companies’ acts of the United Kingdom has been forwarded to the 
president of the board of trade and by him to the parliament. The 
companies’ acts of Great Britain constitute the legislation under 
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Editorial 
which all corporate activity is conducted in that country, and it 
has been the policy of parliament from time to time to ask for 
suggestions for the betterment of the acts so that the commerce of 
the kingdom might be assisted in every possible way. The British 
have ever been desirous of furthering the development of their 


trade, and in consideration of such legislation as the companies’ . 


acts there has been rather less of what we should call politics and 
rather more statesmanship than in many other classes of legisla- 
tive enactment. The committee which has been considering the 
question during the past year included one chartered accountant 
and one incorporated accountant, the former William Cash and 
the latter Sir James Martin. The committee has been at work for 
many months and has conducted several hearings. The recom- 
mendations which are of interest to accountants on this side of the 
Atlantic are chiefly those which relate to the election, duties and 
responsibilities of auditors. On this subject the committee says: 


“We are of opinion that in general the law as it stands with regard to the 
powers and duties of auditors is satisfactory. It would be a mistake in 
our view to attempt further to define these by statute having regard to the 
multifarious circumstances which in practice arise. It appears to us far 
better that the law should retain its icity in this respect than that an 
attempt should be made to confine it within the bounds of a rigid formula. 

in which auditors fall below the level of their duty are few and far 
between. On the other hand, we consider that the protection which the 
ordinary ‘wilful default’ clause gives to auditors, as was decided in the 
City Equitable case, is as unwarranted as it is in the case of directors, and 
we recommend that it should be forbidden. As a corollary to this, we 
consider that auditors should be entitled to relief under sect. 279 in the 
same manner as directors. 

‘Certain of the alterations in the law which we have recommended on 
the subject of accounts will strengthen the position of auditors by giving 
statutory sanction to what is already the best professional practice.” 


Rutent of The extremely interesting judgment to 

Responsibility which this section of the report refers 

was rendered on July 11, 1924, in the 

court of appeal. The substance of the decision is expressed in the 
following words: 


“TI then come to consider whether or not . . . the conduct of Mr. 
Lepine was wilful so as to render him responsible, or is he relieved by the 
terms of article 150? Now we find the auditor confronted with a lot of 
deceit. We find him fulfilling year by year his duty in a manner which 
has certainly received the praise of those who have given evidence about 
it and of the learned judge who heard the whole of the facts. We find 
that on a number of occasions he was successful in putting what was 
wrong, or attempting to put what was wrong, right, and therefore you 
find that so far as his will and volition went he was attempting to do 
his duty. Under those circumstances where you find a default which has 

made, and you find an error of judgment in accepting as trustworthy 
what is now proved to be untrust y can you say... he has 
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been guilty of wilful neglect or default? For my part, for the reasons 
which I have indicated and upon the evidence to which I have called 
attention it seems to me impossible so to characterize Mr. Lepine’s con- 
duct. He did not, to my mind, shut his eyes to conduct which he thought 
needed criticism; what he did was, in common with a great number of 
other persons, he thought the people he was dealing with were trustworthy, 
and, as pointed out in the cases cited to us, but which I do not stop to 
actually quote, it has been co out again and _ that he is entitled 
to accept the statements which were made to him by those whom he was 
entitlea to trust when he has no reason, or call, for suspicion. It appears 
to me that the learned judge has quite rightly and accurately applied the 
law to the facts when he says this: ‘If in certain matters he fell short of his 
real duty, it was because, in all faith, he held a mistaken belief as to 
what that duty was,’ and that the auditor conducted the audits honest! 
and carefully. He made an error of judgment, an error of judgment whi 
might have caused the company, or the directors of the company, to take 
a different course, and might have possibly saved some portion of the 
disaster, but in what he did I cannot find that he was guilty of wilful mis- 
conduct, and therefore it appears to me section 150 protects him. In 
those circumstances it appears to me that the learned judge was right in 
the judgment that he has given, and that this appeal ought to be dis- 
missed, and dismissed with costs.” 


Section 279 to which reference is made above reads as follows: 


“If in any proceeding against a director, or person occupying the 
position of director, of a company for aes or breach of trust it 
appears to the court hearing the case that the director or person is or may 
be liable in respect of the negligence or breach of trust, but has acted 
honestly and reasonably, and ought fairly to be excused for the negligence 
or breach of trust, that court may relieve him, either wholly or partly, 
from his liability on such terms as the court may think proper.” 


To Protect the We come now to a recommendation by 

Auditor the committee which seems to us the 

most important in the whole report—at 
: least it is so from the point of view of the auditor. The report says: 


“The City Equitable case has also drawn attention to the question of the 
duties of auditors in connection with the verification of securities belonging 
tothecompany. It has been suggested to us that the certificate which an 
auditor should be entitled to accept as to the existence and custody of the 
company’s securities should be fixed by statute, e. g., the certificate of a 
bank. The evidence does not in our opinion show that any such change in 
the law is required. Circumstances may justify the acceptance of a cer- 
tificate in one case which a careful auditor would refuse to accept in 
another, and we would prefer to see the matter left to the ordinary law of 
negligence which is sufficiently elastic to meet all cases as they arise. 
Our recommendation with regard to ‘wilful default’ clauses in arti 
gives point to this argument. 

recommend that— 

“(1) The provision mentioned in pesegrag® 47 above with regard to 
directors’ liability for negligence or breach of duty should be extended to 
auditors and sect. 279 should be amended so as to include auditors. 

“‘(II) Except in the case of private companies, partners and employees 
of directors or other officers of the company should be ineligible for ap- 
pointment as auditors.” 


Here is the crux of the whole matter. If the directors are to be 
exonerated from responsibility for errors or omissions of which 
they are unaware; if the so-called “wilful default’ clause is to 


370 


2 
vin 
ig 
4 
2 
a 
= 4 
a 
| 
7 
hice 
4 
4 
‘ 


relieve them from substantial or moral obligation, it is certainly 
only fair that a similar relief should be extended to the accountant 
in cases where the neglect or default is conclusively proven to be 
innocent of intent. Every accountant knows that the shrewd and 
unscrupulous client may at times be able to mislead if not actually 
to deceive. The accountant can do his best to exercise reasonable 
care and diligence, and if he does that it is perfectly natural that 
he should feel that he has done his duty. Attempts which have 
been made in the British courts to place the responsibility for 
error upon the accountant when the accountant has done all that 
is required by established practice have invariably led to judg- 
ment for the defendant. If the introduction of the committee’s 
recommendation in the English companies’ acts will make clear the 
true measure of responsibility which rests upon any professional 
man a great reform will have been accomplished. The account- 
ant should be responsible when he is wilfully negligent or grossly 
careless, but only those who regard an accountant as infallible can 
believe that perfection should be expected of him when it is not 
expected of any other man. The recommendations of the parlia- 
mentary committee seem to us to say that the accountant must do 
his professional duty and that he must be protected when he has 
done it. 


AMERICAN INSTITUTE OF ACCOUNTANTS 
TRIAL BOARD 


At a regular meeting of the council of the American Institute of Accountants 
at Washington, D. C., September 20, 1926, the council, upon motion, adjourned 
to convene as a trial board to hear charges of unprofessional conduct which had 
been made against a member of the Institute. The charges were presented 
by the Institute’s counsel. The defendant was present in person, accompanied 
by counsel. 

The charges involved certain allegations of fraud against another member of 
the Institute which the defendant member had not been able to substantiate. 
After presentation of the evidence and the defense the defendant and his counsel 
were excused and the trial board went into executive session. 

After discussion of the case it was resolved that the defendant be found 
guilty as charged. It was also resolved that the defendant be advised of the 
finding of the trial board and that the penalty imposed be a reprimand and 
warning against further conduct of the same kind. 

It was resolved that in publication of the report of this trial the name of 
complainant and defendant be omitted. 

The defendant was then recalled to the room and received the judgment and 
admonition of the trial board. 

The trial board adjourned and the council reconvened. 
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Income-tax Department 
EpITED By STEPHEN G. RusK 


As has been pointed out in this department on several occasions, accountants 
handling tax cases for their clients find it necessary at times to revolutionize 
their ideas that two and two equal four. It is not difficult, upon absorbing 
the entire subject of federal income and estate taxation, clearly to compre- 
hend the intent of the language of the law. Having equipped himself with 
this lore, an accountant is sometimes prone to neglect to consult closely the 
language of a given provision of the law. Placing one’s faith in a clear under- 
standing of the theory upon which the taxation is founded, one does not see 
at once the loopholes provided in the language by which the intent is supposed 
to be revealed. 

If one realizes that congress intended to allow taxpayers a certain amount 
of relief because of amortization of war facilities, and one should find that the 
abnormal prices at which such facilities were acquired during the war period 
were maintained until years after the close of the war, this one, if an accountant, 
would probably conclude that no amortization was sustained on these facili- 
ties. A lawyer, however, would examine closely the language of the act; would 
take account of the fact that for several months after the armistice was signed 
the prices of these facilities were temporarily but materially lower than at the 
date of their acquisition, and base his case accordingly. An eminent lawyer 
once told the writer that, in his opinion, the amortization sections of the acts 
of 1917 and 1918 were open to several constructions, not necessarily one that 
would accord with accountancy theory. 

A lawyer would take cognizance of every defect in the language supposed 
to reveal the intent. He would then build his case, based on a theory which 
in a minute degree, but effectively, seemed to show that congress had intended 
something a bit different than that which was commonly accepted. How 
many cases have we seen successfully brought to issue on some such apparently 
trivial defect! 

This is not written with the thought that all accountants are not alert to 
this view of the law, for we have heard that the almost successful attempt to 
upset the commissioner’s theory that income tax is a liability for the year in 
which the things occur upon which the tax is predicated was initiated by a 
certified public accountant (a woman, we have heard). Once the question 
was raised, we all saw the force of the arguments underlying her interpreta- 
tion, and we realized how vulnerable was the commissioner’s position, but 
as his theory was so eminently in accord with our accountancy theory and 
practice, we realized that we had failed to note that the law itself was subject 
to more than one interpretation. 

How many of us accountants would have thought that the method pre- 
scribed by the commissioner for computing excess-profits graduated taxes 
would be subjected to question? His method seemed so logical and clear and 
so in accordance with our own method of making such calculations that we 
did not carefully scan the language of the original act to see whether or not 
this method was that which congress intended. As it turned out, this theory 
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Income-tax Department 


and method prevailed, but only after several astute lawyers directed the at- 
tention of the courts (in litigation on the subject) to the fact that the com- 
missioner’s method was not strictly in accordance with the language of the act. 

It behooves us always to examine the law carefully—painstakingly; to 
ponder well as to whether the accepted interpretation is the correct one. Too 
much reliance must not be put upon the commissioner’s interpretations, nor 
must one rely on one’s own preconceived notions as to what is meant by that 
which is written into the law. 


SUMMARY OF RECENT RULINGS 


Where a partnership composed of former stockholders of a corporation re- 
ceived the surplus of the corporation on its liquidation in 1919 under an . 
ment that the surplus should be continued in use by the partnership without 
any distribution thereof whatever until the firm should be dissolved, the trans- 
action was a distribution of assets, and the surplus so distributed was taxable 
income for the year 1919, and if the regulations are to be construed as exempt- 
ing such surplus from taxation, they are void to that extent. 

here is a distinction between a dividend as generally understood and a 
distribution in liquidation, and a surplus assignable to a stockholder in 
circumstances set forth in preceding paragraph was such a distribution, and 
the profit realized on the transaction was taxable. (Circuit court of appeals, 
sixth circuit, George Langstaff v. Robert H. Lucas, collector.) 

Where the only fact averment was the amount of the estate tax returned, 
the amount found by the commissioner and the amount determined on appeal 
to the board of tax appeals, the taxpayer’s demurrer for failure to state a cause 
of action was sustained, as the commissioner's finding does not constitute a 
prima facie case after the board has reached a different result. (United States 
district court of Pennsylvania, United States v. Rodenbough, executor.) 

Interest paid by a — in 1918, accrued for ten years prior, is de- 
ductible a never charged on the books before 1918. (United States 
district court, W. D. of eastern district of Arkansas, Jungkind Photo Supply Co. 
v. H. L. Remmel, collector.) 

Income from personal property received by executor, beneficially belong- 
ing to exempt corporations, was not taxable under 1918 act. (United States 
district court, S. D. of New York, Executors of estate of Margaret Olivia Sage v. 
Bowers, collector.) 

Corporation keeping books on an accrual basis (clearly reflecting income), 
and having made return on such basis, may not change to cash basis for 1917 
ee of fiscal r -—.? 1918. (United States district court, S. D. of New 

ork, W. S. Barstow & Co., Inc., v. Bowers, collector.) 

Mechanics’ liens have priority over federal income taxes assessed su uent 
to the filing of the liens. (United States district court, N. D. of New York, 
In re Construction Co., Inc.) 


TREASURY RULINGS 


, (T. D. 3872, May 21, 1926) 
ARTICLE 681: Reserve funds 


Income Tax—Act or 1913—Decision oF SUPREME COURT 


1. Income—Deduction—Insurance company—Dividend—Premium 
Overpayments of premiums by preferred dividend policyholders 
in 1912, which were ascertained in 1913 and added to the amount 
held for future distribution, are not deductible from income for the 
ee hey under section II G ) of the act of 1913 as an amount paid 
or credited to an individual policyholder within the year. 
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2. Deduction—Loss—A mortization—Securities—Bonds 

Additions to a fund for the purpose of amortizing bonds purchased 
at a premium are not deductible as a loss sustained within the year 
under the provisions of section II G (b) of the act of 1913, since no 
loss is ascertainable until the bonds are sold or paid off. 


3. Deduction—Reserve funds 

The estimated value on December 31, 1913, of future premiums, 
which were waived on policies after proof of total or permanent dis- 
ability, is not deductible as a net addition to a reserve required by 
law, although required by the state superintendent of insurance to 
be reported and carried as a liability. 


4. Same— Unreported losses 
A special fund required by the state superintendent of insurance to 
meet unreported losses of policyholders who died during the calendar 
r, but whose deaths were not reported before the end of the year, 
is not deductible as a net addition to a reserve required by law, as the 
item was not reserved from premiums to meet policy obligations at 
maturity, although it represented a liability. 


5. Same—Annuities 

Additions to a fund set aside to provide for payment of annuities 
to former soliciting agents of the company are not deductible as a net 
addition to a reserve required by law, as compensation of soliciting 
agents has no relation to the reserve held to meet maturing policies. 


The following decision of the United States supreme court in the case of 
New York Life Insurance Co. v. Edwards, collector, is published for the in- 
formation of internal-revenue officers and others concerned. 


Supreme Court oF THE UNITED STATES 


712. New York Life Insurance Co., petitioner, v. William H. Edwards, as 
collector of internal revenue, etc. 


804. William H. Edwards, as collector of internal revenue for the second district 
of New York, petitioner, v. New York Life Insurance Co. 


[April 19, 1926.] 


On writs of certiorari to the United States circuit court of appeals for the 
second circuit. 


Mr. Justice MCREYNOLDs delivered the opinion of the court. 


The insurance company brought suit in the district court at New York to 
recover of Edwards, collector, the alleged excessive sum demanded of it as 
income tax for the year 1913 and obtained judgment fora part. (3 Fed. (2d), 
280.) The circuit court of appeals affirmed this except astooneitem. (8 Fed. 
(2d), 851.) Both parties are here by certiorari, and five questions require 
consideration. All involve the construction or application of the revenue act 
of October 3, 1913 (ch. 16, 38 Stat., 114, 172). Section II G (a) imposed an 
annual tax of 1 per centum upon the net income of “‘every insurance company 
organized in the United States,” and (b) directed: 

‘Such net income shall be ascertained by deducting from the amount 
of the income of such . . . insurance company, received within the year 
from all sources, (first) all the ordinary and necessary expenses paid within 
the year in the maintenance and operation of its business and properties, in- 
cluding rentals or other payments required to be made as a condition to the 
continued use or possession of property; (second) all losses actually sustained 
within the year and not compensated by insurance or otherwise, ——s 
a reasonable allowance for depreciation by use, wear and tear of property, 
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any; . . . and in case of insurance companies the net addition, if any, re- 
— by law to be made within the year to reserve funds and the sums other 

an dividends paid within the year on ey d and annuity contracts: Provided, 
That . . . life insurance companies shall not include as income in any year 
such portion of any actual premium received from any individual poli holder 
as shall have been paid back or credited to such individual policyholder, or 
pe ya as an abatement of premium of such individual policyholder, within 
s 

1. The company, a New York corporation without capital stock, does busi- 
ness on the mutual, level premium plan, and issues both “annual dividend” 
and ‘‘deferred dividend” policies. Under this plan each policyholder pays 
annually in advance a fixed sum which, when added to like payments by others, 
probably will create a fund larger than necessary to meet all maturing policies 
and estimated expenses. At the end of each year the actual insurance costs 
and expenses incurred are ascertained. The difference between their sum 
and the total of advance payments and other income then becomes the “over- 
a, or surplus fund for immediate pro rata distribution among policy- 

olders as dividends or for such future disposition as the contracts provi 
An “annual dividend” policyholder receives his proportionate part of this 
fund each year in cash or as a credit upon or abatement of his next premium. 
“Deferred dividend” or, as sometimes called “distribution” policies provide: 

“That no dividend or surplus shall be allowed or paid upon this policy, 
unless the insured shall survive until completion of its distribution period, an 
unless this policy shal: then be in force. That wane or profits derived from 
such policies on the distribution policy plan as shall not be in force at the date 
of the completion of their respective distribution periods shall be apportioned 
among such _— as shall complete the distribution periods.” 

Accordingly, all overpayments by deferred dividend policyholders must 
await apportionment until the prescribed period ends; and no one of them will 
receive anything therefrom if his policy lapses or if he dies before that time. 
The whole of this fund to the survivors. 

Ove oo by deferred dividend policyholders for 1912 amounted to 
$8,189,918. The collector refused to deduct this sum from the total recei 
and demanded the prescribed tax of 1 per centum thereon. We think he act 
properly. Both courts below so held. 

The applicable doctrine was much considered in Penn Mutual Life Insurance 
Co. v. er (252 U.S., 523 [T. D. 3046, C B 3, 249]). We there pointed out 
the probable reason for the permitted noninclusion in the net income of a life 
insurance company of ‘‘such portion of any actual premium received from an 
individual policyholder as shall have been paid back or credited to such indi- 
vidual policyholder, or treated as an abatement of premium of such individual 
policyholder, within such year.” Here it is insisted that within the meaning 
of the quoted provision each deferred dividend policyholder’s ro! ay tana 
was actually credited to him during the year; but we can not accept this theory. 
The aggregate of all such payments was held for distribution among policy- 
holders alive at the end of the period. The receipts for the year were not ly 
diminished. 

2. The company owned many bonds, etc., payable at future dates, purchased 
at prices above their par values, and to amortize these premiums a fund was 
set up. It claimed that an addition to this fund should be deducted from gross 
receipts. The district court thought the claim well founded, but the circuit 
court of appeals took another view. Unless the addition amounted to a loss 
“actually sustained during the year” no deduction could be made therefor. 
Obviously, no actual ascertainable loss had occurred. All of the securities 
might have been sold thereafter above cost. The result of the venture could 
not be known until they were either sold or paid off. 

3. In 1910 the company introduced a clause into some policies by which it 
agreed to waive payment of premiums after proof of total and permanent 
disability. The estimated value on December 31, 1913, of future premiums 
so waived amounted to $16,629. It claimed this should be added to the reserve 
fund and deducted from gross income. Insurance companies may deduct ‘the 
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- spine. if any, required by law to be made within the year to reserve 
unds.” 

The pertinent portion of the a statement of facts follows: 

In 1910 the plaintiff introduced into some of its contracts of life insurance a 
clause under which it agreed that upon receipt, before default in the payment 
of premium, of due proof that the insured had become totally and permanently 
disabled, the plaintiff would waive payment of any premium thereafter fallin 
due. In taking its account at the end of the calendar year 1913, the plainti 
had then received due proof that the insured under a number of these policies 
were totally and permanently disabled in accordance with the terms of said 
contracts providing for the waiver of the payment of future premiums. The 
value at mber 31, 1913, of the future premiums waived on account of 
total and permanent disability was the sum of $16,629. The value at Decem- 
ber 31, 1912, of the future premiums so waived was the sum of $5,637. 

In the calculation of the general reserve fund at the end of any calendar 
year, the company and the insurance department of the state of New York 
make the computation by deducting from the value of the contractual benefits 
under each policy the then value of all future premiums under the policy. 
The general reserve fund of the plaintiff stated in its annual statement is thus 
the reserve computed by deducting the value of all future premiums from the 
valuation of all policy obligations. But, under the policies on the lives of 
those who had become totally and permanently disabled and whose contracts 
provided for the waiver of the payment of future premiums, no future pre- 
miums will be received by the plaintiff and, therefore, the net reserve reported 
for these policies is understated to the extent of the value of these future pre- 
miums. 

In the official biank for the plaintiff's annual statement to be used at Decem- 
ber 31, 1913, there was an item of liabilities, No. 9-a, entitled, ‘‘ Present value 
of future premiums waived on account of total and permanent disability,” 
and in the plaintiff’s annual statement the sum reported under this item was 
$16,629 at December 31, 1913. The sum of $16,629 reported under item 
No. 9a was not included in the plaintiff's general reserve. In the official 
blank for use at December 31, 1912, there was no such item as No. 9—a, and 
the plaintiff included the value at December 31, 1912, of future premiums 
waived on account of total and permanent disability (viz, $5,637) as a part 
of the general reserve at that date. . 

If said sum of $5,637 had not been included as a part of the general reserve 
at December 31, 1912, the net addition to the value of future premiums waived 
on account of total and permanent disability would have been the excess of 
$16,629 over $5,637. Since, however, owing to the change in the form of the 
official blank, the said $5,637 was deducted as a part of the plaintiff's general 
reserve in obtaining the net addition to the — reserve, the sum to use 
in obtaining the net addition to the value of future en waived on ac- 
count of total and permanent disability in the sum of $16,629. 

The circuit court of appeals held the deduction should have been allowed, 
but we think otherwise. 

The superintendent of insurance of New York required this item to be re- 
ported as a liability and did not treat it as part of the general reserve. Upon 
the agreed facts we can not say that it was part of any reserve required by 
the laws of New York. There is nothing to show how “the value of the con- 
tractual benefits” under these policies was arrived at, and, considering the 
evidence poemeted, we must accept the superintendent’s conclusion. 
company has not shown enough to establish its right to the exemption. 

4. A number of policyholders died during the calendar year, but their deaths 
were not reported before it terminated. The superintendent of insurance re- 
quired the company to set aside a special fund to meet these unreported losses, 
and it claimed that this was an addition to the reserve fund required by law. 
We think this claim was properly rejected by the commissioner, although the 
courts below held otherwise. cCoach v. Insurance Co. of North America 
(244 U. S., 585) and United States v. Boston Insurance Co. (U. S.), (Novem- 
ber 23, 1925 [T. D. 3792, bulletin V-1, 24]) pointed out that “the net addi- 
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tion, if any, required law to be made within the year to reserve funds” - 
does not necessarily include whatever a state official may so designate; that | 
“reserve funds” has a technical meaning. It is unnecessary now to amplify ; 
what was there said. The item under consideration represented a liability | 
and not something reserved from premiums to meet policy obligations at i 
maturity. 
5. The company also claimed deduction for additions to a fund set aside l 
to provide for payment of annuities to former soliciting agents as provided 
by their contracts of employment. The commissioner properly rejected this 
item, although both courts below held a different view. e agreed statement 
of facts shows: | 
The plaintiff has a form of contract of employment with many of its solic- 
iting agents under which, if such agents for a period of 20 years continuously i, 
devote their entire time, talents, and energies in soliciting applications for 4 
insurance, and if they shall for the 20 years accomplish certain prescribed ij 
minimum results, then at the end of 20 years of such service each such agent 
becomes entitled to an income for life payable monthly, the amount of the 4 
peomnont a based upon the results obtained by each such agent during the 4 
year period. The laws of New York require the superintendent of insur- | 
ance, in making a valuation of the onan of the plaintiff, to value annuities 
on the standard of McClintock’s “Table of mortality among annuitants,” 
with interest not exceeding 4 per centum per annum. Said superintendent i 
of insurance, after making an examination of the plaintiff and valuing its i 
liabilities, required the plaintiff to carry, and it does carry, a fund to meet its 
said liabilities on said contracts with its soliciting agents; and this fund it H 
increased during the year 1913. The net addition to said fund for said year i 


was the sum of $160,641, which the plaintiff, in making its said return, de- 
ducted from gross income under that clause of the law which authorizes a life 
insurance corporation to deduct the net addition required by law to be made 
within the year to reserve funds. But in amending said return the com- 
missioner refused to allow said deduction, and thereby made the plaintiff's 
net income for the year appear to be $160,641 more than it would have been if 
said deduction had been allowed, and he assessed and collected an additional 
tax on account thereof accordingly in the sum of $1,606.41, which forms a part iq 
of the tax in controversy in this suit. 

As pointed out above, the term “reserve funds,” in the taxing act, has a i 
technical meaning. The compensation which an insurance company agrees if 
to pay soliciting agents has no relation to the reserve held to meet maturing Hi 
policies; and when it sets aside a fund to provide payments to such agents 17 
this can not be regarded as a reserve within intendment of the statute. uy 

The judgment below must be reversed. The cause will be remanded to the a 
district court for further proceedings in harmony with this opinion. 4 


(T. D. 3921, August 27, 1926) i 

ARTICLE 42: Sale of personal property on instalment plan. i 
Income Tax 

Sales of personal and real property on instalment plan and de- if 
ferred-payment sales of real property not on instalment plan. q 

Sections 212 (d), 232, and 1208 of the revenue act of 1926, pertaining to sales q 
of personal and real property, provide as follows: 

Sec. 212. (d) Under regulations prescribed by the commissioner with the 
approval of the secretary, a person who regularly sells or otherwise disposes 
Pm personal peeeny on the instalment plan may return as income therefrom 
in any taxa 
oahu in that year which the total profit realized or to be realized when the 1 
payment is completed, bears to the total contract price. In the case (1) of a , 
casual sale or other casual disposition of personal property for a price exceed- q 
ing $1,000, or (2) of a sale or other disposition of real property, if in either case 
the initial payments do not exceed one-fourth of the purchase price, the income 
may, under regulations prescribed by the commissioner with the approval of ) 
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the secretary, be returned on the basis and in the manner above prescribed 
in this subdivision. As used in this subdivision the term ‘‘initial payments” 
means the payments received in cash or property other than evidences of 
indebtedness of the purchaser during the taxable period in which the sale or 
other disposition is made. 

Sec. 232. In the case of a corporation subject to the tax imposed by section 
230 the term ‘“‘net income” means the gross income as defined in section 233 
less the deductions allowed by sections 234 and 206, and the net income shall 
be computed on the same basis as is provided in subdivisions (b) and (d) of 
section 212 or in section 226. In the case of a foreign corporation or of a cor- 
poration entitled to the benefits of section 262 the computation shall also be 
made in the manner provided in section 217. 

Sec. 1208. The provisions of subdivision (d) of section 212 shall be retro- 
actively applied in computing income under the provisions of the revenue 
act of 1916, the revenue act of 1917, the revenue act of 1918, the revenue act 
of 1921, or the revenue act of 1924, or any of such acts as amended. Any tax 
that has been paid under such acts prior to the enactment of this act, if in 
excess of the tax imposed by such acts as retroactively modified by this section, 
shall, subject to the ror pry period of limitations properly applicable thereto, 
be credited or refunded to the taxpayer as provided in section 284. 


SALE OF PERSONAL PROPERTY ON INSTALMENT PLAN 


Dealers in personal property ordinarily sell either for cash or on the 
credit of the purchaser or on the instalment plan. Dealers who sell on the 
vat plan usually adopt one of four ways of protecting themselves in case 
of default: 

(a) By an agreement that title is to remain in the vendor until the pur- 
chaser has completely performed his pe of the transaction; 

(6) By a form of contract in which title is conveyed to the purchaser im- 
mediately, but subject to a lien for the unpaid portion of the purchase price; 

(c) By a present transfer of title to the purchaser, who at the same time exe- 
cutes a reconveyance in the form of a chattel mortgage to the vendor; or 

(d) By conveyance to a trustee pending performance of the contract and 
subject to its provisions. 

e general purpose and effect being the same in all of these cases, the same 
rule is uniformly applicable. The rule prescribed is that a person who regu- 
larly sells or otherwise disposes of personal property on the instalment plan, 
whether or not title remains in the vendor until the property is fully paid for, 
may return as income therefrom in any taxable year that proportion of the 
instalment payments actually received in that year which the total or gross 
profit (that is, sales less cost of goods sold) realized or to be realized when the 
property is paid for bears to the total contract price. Thus the income of a 
dealer in personal property on the instalment plan may be ascertained by 
— as income that proportion of the total payments received in the taxable 
year from instalment sales (such payments being allocated tothe year against 
the sales of which they apply) which the total or gross profit realized or to be 
realized on the total instalment sales made during each year bears to the total 
contract price of all such sales made during that respective year. No pay- 
ments received in the taxable year shall be excluded in computing the amount 
of income to be returned on the ground that they were received under a sale the 
total profit from which was returned as income during a taxable year or years 

ior to the change by the taxpayer to the instalment basis of returning income. 
Deductible items are not to be allocated to the years in which the profits from 
the sales of a particular year are to be returned as income, but must be deducted 
for the taxable year in which the items are paid or incurred, or paid or accrued, 
as provided by section 200 (d) of the revenue act of 1926. 

n the case of a casual sale or other casual disposition of personal property 
for a price exceeding $1,000, income may be returned on the instalment basis 
provided the payments received in cash or property other than evidences of 
indebtedness of the purchaser during the taxable year in which the sale or other 
disposition is made do not exceed one-fourth of the purchase price. 
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If for any reason the purchaser defaults in any of his payments, and the 
vendor returning income on the instalment basis repossesses the property, the 
entire amount received on instalment payments and retained by the vendor, 
less the profits previously returned as income, will be income of the vendor for 
the year in which the property is re , and the property re 
must be included in the inventory of the vendor at its original cost, less proper 
allowance for damage and use, if any. 

If the vendor chooses as a matter of consistent practice to return the income 
from instalment sales on the straight accrual or cash receipts and disburse- 
ments basis, such a course is permissible. 

The foregoing provisions shall be retroactively applied in comeetieg income 
from the sale of personal property under the revenue acts of 1916, 1917, 1918, 
1921 and 1924, or any such acts asamended. Any dealer in personal property 
on the instalment plan whose books of account contain adequate information 
and were kept so that income can be accurately computed on the instalment 
basis may file amended returns accordingly, and the excess of the amount of 
any tax peer ty. over the tax as computed on the instalment basis as 
herein provided 1, subject to the statutory period of limitations properly 
applicable thereto, be credited or refunded. 


SALE OF PROPERTY IN LOTS 

Where a tract of land is purchased with a view to dividing it into lots or 
parcels of ground to be sold as such, the cost or other basis shall be openly 
apportioned to the several lots or parcels and made a matter of record on the 
books of the poe ay. to the end that any gain derived from the sale of any 
such lots or parcels which constitutes taxable income may be returned as 
income for the year in which the sale is made. This rule contemplates that 
there will be a measure of gain or loss on every lot or parcel sold, and not 
that the capital in the entire tract shall be extinguished before any taxable 
income shall be returned. The sale of each lot or parcel will be treated as a 
separate transaction, and gain or loss computed accordingly. 


SALE OF REAL PROPERTY INVOLVING DEFERRED PAYMENTS 


Under section 212 (d) of the revenue act of 1926 deferred-payment sales of 
real property fall into two classes when considered with respect to the terms of 
sale, as follows: 

(1) Sales of property on the instalment plan; that is, sales in which the 
payments received in cash or property other than evidences of indebtedness of 
the purchaser during the taxable year in which the sale is made do not exceed 
one-fourth of the purchase price. ‘ ‘ 

(2) Deferred-payment sales not on the instalment ; that is, sales in 
which the payments received in cash or property other than evidences of 
indebtedness of the pemeoet during the taxable year in which the sale is made 
exceed one-fourth of the purchase price. 

Sales falling within class (1) and class (2) alike include (¢) agreements of 
purchase and sale which contemplate that a conveyance is not to be made at 
the outset, but only after all or a substantial portion of the purchase price has 
been paid, and (b) sales where there is an immediate transfer of title, the 
vendor being protected by a mortgage or other lien as to deferred payments. 

In the sale of mortgaged property, the amount of the mortgage, whether the 
property is merely taken subject to the mortgage or whether the mortgage is 
assumed by the purchaser, 1 not be considered as a part of the “initial 
payments’ or of the “‘total contract price,” but shall be included as part of the 
J ice,’’ as those terms are used in section 212 (d) of the revenue act 

1926 pom this treasury decision. Commissions and other selling expenses 
paid or incurred by the vendor are not to be deducted or taken into account in 
determining the amount of the “initial payments,” the “total contract price, 
or the “‘purchase price.” 


SALE OF REAL PROPERTY ON INSTALMENT PLAN 
In transactions included in the first class of deferred-payment sales the 
vendor may return as income from such transactions in any taxable year that 
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proportion of the instalment payments actually received in that year which the 
total profit realized or to be ized when the property is paid for bears to the 
total contract price. 

If for any reason the purchaser defaults in any of his payments, and the 
vendor returning income on the instalment basis repossesses the property, the 
entire amount received on instalment payments and retained by the vendor, 
less the sum of the profits previously returned as income and an amount 
representing proper adjustment for exhaustion, wear and tear, obsolescence, 
amortization, and depletion of the property while in the hands of the purchaser, 
will be income of the vendor for the year in which the gee f is re : 
and the basis of the property in the hands of the vendor wil! be the original 
basis at the time of the instalment sale. 

If the vendor chooses as a matter of consistent practice to return the income 
from instalments sales on the straight accrual or cash receipts and disburse- 
ments basis, such a course is permissible, and the sales will be treated as de- 
ferred-payment sales not on the instalment plan. 


DEFERRED-PAYMENT SALES OF REAL PROPERTY NOT ON INSTALMENT PLAN 


In the second class of deferred-payment sales the obligations of the pur- 
chaser received by the vendor are to be considered as the equivalent of to 
the amount of their fair market value in ascertaining the profit or loss from the 
transaction. 

If the vendor had retained title to the property and the purchaser defaults in 
any of his payments, and the vendor repossesses the same by agreement or 

of law, the difference between (1) the entire amount of the payments 
actually received on the contract and retained by the vendor and (2) the sum of 
the profits previously returned as income in connection therewith and an 
amount representing proper adjustment for exhaustion, wear and tear, obso- 
lescence, amortization, and depletion of the property while in the hands of the 
purchaser will constitute gain or loss, as the case may be, to the vendor for the 
year in which the property is ae, and the basis of the property in 
the hands of the vendor will be the original basis at the time of the sale. If 
the vendor had previously transferred title to the purchaser and the purchaser 
defaults in any of his payments and the vendor reacquires the property, such 
repossession shall be regarded as a transfer by the vendor, in exchange for the 
property, of so much of the face value of the purchaser’s obligations as are 
applied by the vendor to the purchase or bid price of the popery. Such an 
exchange will be regarded as having resulted in the realization by the vendor of 
in or loss, as the case may be, for the year of repossession, measured by the 
ifference between the fair market value of the property and the face value of 
those obligations of the purchaser which were applied by the vendor to the 
purchase or bid price of the property to the extent that the fair market value 
thereof was previously recognized in computing income. The fair market 
value of the property shall be presumed to be the amount for which it is bid in 
by the vendor in the absence of clear and convincing proof to the contrary. If 
the property so acquired is subsequently sold, the basis for determining gain or 
loss is the fair market value of the property at the date of acquisition. 

If the obligations received by the vendor have no fair market value, the 
payments in cash or other property having a fair market value shall be applied 

ainst and reduce the basis of the property sold, and, if in excess of such basis, 

all be taxable to the extent of the excess. Gain or loss is realized when the 
obligations are disposed of or satisfied, the amount being the difference between 
the reduced basis as provided above and the amount realized therefor. 


RETROACTIVE APPLICATION 


The provisions of this treasury decision shall be retroactively applied in 
computing income under the revenue acts of 1916, 1917, 1918, 1921 and 1924, 
or —— a acts as amended, in accordance with section 1298 of the revenue 
act 

All rulings inconsistent herewith are hereby revoked. 
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(T. D. 3920, August 27, 1926) 


ARTICLE 1351: Suits for recovery of taxes erroneously collected 
(Also section 231, article 517) 


INcoME TAXES—REVENUE oF 1924—Decision or Court 
1. Injunction—Exempt institutions—Section 3224, R. S. 

Under section 3224, R. S., injunction will not issue to restrain 
the assessment and collection of taxes from a voluntary religious 
association, although it is exempt from taxes under section 231 of 
the revenue act of 1924. 


2. Actions—Claim for refund—Section 3226, R. S. 

Under section 3226, R. S., no action for the recovery back of 
taxes paid can be maintained unless after the payment of the tax a 
claim for refund has been filed. 


3. Decisions followed. 

The decisions of the onpreme court in the cases of Dodge v. 
Osborn (240 U. S., 118, T. D. 2301), Graham v. Du Pont (262 U. S., 
234, T. D. 3486 [C. B. II-1, 226]), Batley v. George (259 U. S., 16, 
T. D. 3347 [C. B. I-2, 242]), and Rock Island Railroad v. U. S. 
(254 U. S., 141) followed. 


The following decision of the district court of the United States for the 
western district of Michigan, in the case of Israelite House of David v. Holden, 
pat published for the information of internal-revenue officers and others 
concerned. 


Unitep States District Court, WESTERN DisTRICT OF MICHIGAN 
Israelite House of David v. Holden, collector 
[June 16, 1926.] 


Raymonp, D. F.: The bill of complaint filed by plaintiff alleges that it is an 
unincorporated voluntary religious association organized according to 
apostolic plan; that it has one common treasury or community fund; that it is 
operated exclusively for religious and charitable purposes; and that by the 

rovisions of section 231 of the revenue act of 1924 it is expressly exempted 
rom taxation. 

It is alleged that defendant, in di rd of plaintiff’s right of exemption, 
levied and collected from plaintiff a tax for the year 1924 in the sum of $947.06, 
with interest, and it appears from the bill of complaint and admissions made at 
the hearing that a penalty was also collected. It is also set forth that plaintiff 
has protested to the commissioner of internal revenue and that its claimed 
right of exemption has been denied by said commissioner. Plaintiff age eles 
defendant be enjoined from imposing upon or collecting any tax from plaintiff 
under the revenue act of 1924 and that plaintiff have judgment against defend- 
ant for the taxes, interest and penalty unlawfully exacted. 

The matter is before the court upon motion to dismiss filed by defendant. 
The substantial grounds of the motion are that plaintiff has an adequate 
remedy at law, that the bill of complaint does not set forth any ground for 
injunctive or other relief in a court of equity, and that the suit is brought for 
the purposes of restraining the assessment and collection of taxes, contrary to 
statutory provisions. 

It seems clear that the bill of complaint states no cause of action of which 
a poy Fa equity can take jurisdiction. Section 3224 of the Revised Statutes 
is as follows: 

“No suit for the purpose of restraining the assessment or collection of any 
tax shall be maintained in any court.” ; 

Counsel insists that this court of equity should determine the status of 

laintiff as it relates to the exemption provided by section 231. No case has 
en cited or discovered which authorizes such a determination. The case of 
Trinidad v. Sagrada Orden (263 U. S., 578), cited b intiff, was an action 
at law. In the case of Kenseit v. Stivers (10 Fed., 517), it was held that the 
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collection of a tax can not be restrained by injunction in any court of equi 

in the United States, however erroneously or illegally it may have been . 
if assessed by the proper officer. See also Dodge v. Osborn (240 U. S., 118) and 
Graham v. Du Pont (362 U.S., 234). In the case of Bailey v. George (259 U.S. 
16), it was held by Chief Justice Taft that a bill to enjoin a levy and sale 

property to satisfy a penalty prescribed as a tax would not lie when it sets up 
no extraordinary circumstances rendering section 3224 inapplicable and 
exhibits no reason why the legal remedy of payment under protest and action 
to recover would nct be adequate. No reason is set forth in the bill in this case 
= ord Hage remedy is not adequate, and it follows that relief in equity must 

enied. 

The plaintiff prays for judgment against defendant for the taxes, interest 
and penalty thereon claimed to have been illegally exacted from it. So far 
as the relief thus prayed is concerned the plaintiff an adequate remedy at 
law. Equity rule 22 provides that if at any time it appears that a suit com- 
menced in equity should have been brought on the law side of the court it shall 
forthwith be transferred to the law side and there proceeded with, with only 
such alterations in the pleadings as shall be essential. 

It is urged by counsel for defendant that the bill of complaint does not set 
forth compliance with section 3226 of the Revised Statutes, in that it does not 
appear that appeal has been duly made to the commissioner of internal revenue 
and his decision had upon such appeal as a condition precedent to the main- 
tenance of suit. 

Counsel for plaintiff relies upon the cases of Weaver v. Ewers (195 Fed., 
247), Loomis v. Wattles (266 Fed., 876), and Black v. Bolen (268 Fed., 427), 
in each of which it was held that it was not necessary to file a claim for refund 
after payment of the tax before commencing suit for its recovery where the tax 
was oe under protest and the commissioner had previously ruled that the tax 
should be paid. 

This line of cases was expressly referred to in the case of Rock Island R. R. 
v. U. S. (254 U. S., 141), and it was there clearly held that the words “‘on 
appeal to him made” meant an appeal after payment. The following lan- 
guage was used: 

“‘Men must turn square corners when they deal with the government. If 
it attaches even purely formal conditions to its consent to be sued those con- 
ditions must be complied with. Lex non praecipit inutilia (Co. Lit., 127b) 
expresses rather an ideal than an accomplished fact. But in this case we can 
not pronounce the second appeal a mere form. On appeal a judge sometimes 
concurs in a reversal of his decision below. It is ible, as ped by the 
court of claims, that the second appeal may be heard by a different person. 
At all events, the words are there in the statute and the regulations, and the 
court is of opinion that they mark the conditions of the claimant’s right.” 

The rule laid down makes it clear that unless plaintiff can state a cause of 
action at law which sets forth compliance with section 3226 as thus construed 
by the supreme court, such action must be dismissed. The court can not, 
however, at this time determine the sufficiency of such pleading, as its aver- 
ments may differ materially from those contained in the bill of complaint. 

An order will be entered herein transferring this suit to the law side of the 
court, with leave to plaintiff to file a declaration at law within 15 days from 
this date; defendant to plead or file motion to dismiss within 15 days after 
yee be copy of such declaration has been duly made upon attorney for 

endant. 
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AMERICAN INSTITUTE EXAMINATIONS 


(Note.—The fact that these answers appear in THE JOURNAL OF ACCOUNT- 
ANCY should not lead the reader to assume that they are the official answers of 
the board of examiners. They represent merely the personal opinions of the 
editors of the Students’ Department.) 


EXAMINATION IN AUDITING 
May 13, 1926, 9 a. M. to 12.30 P. Mm. 
The candidate must answer all the following questions: 


No. 1 (10 points): 
Is it within the province of the auditor to draw attention to the following? 
a) Inefficiency of office management and office staff. 
) Slack methods of operating a working cash fund subject to cheque 
signed by the treasurer alone. 
a Apparently excessive compensation paid to officers. 
d) Deficiency in income taxes as claimed in “deficiency letter.”” 
e) Purchase of its own capital stock by a corporation in its first year of 
operation. 

(State the reasons for your conclusions.) 

Answer: 

(a) Inefficiency of office management and office staff is a proper subject for 
discussion with the management of the business. In most cases informal dis- 
cussion during the course of the audit, or, at most, a letter or supplementary 
report will be the most advisable method of drawing attention to such ineffi- 
ciency. Rarely is it desirable to mention such things in the audit report, 
unless a report thereon was contemplated as a part of the engagement. 

(b) Slack methods of operating a working cash fund subject to cheque signed 
by the treasurer alone, should, in practically every case, be brought to the at- 
tention of the management. This should be done by comments in the report or 
by means of a separate communication, it being important for the auditor’s pro- 
tection that he be on record as having pointed out the undesirability of the 
methods followed. If discrepancies have been discovered resulting from the 
methods used, reference should be made in the report to the cause, provided 
that the discrepancies are important enough to mention in the report; other- 
wise, it depends upon circumstances as to whether such matters should be men- 
tioned in the audit report or in a separate communication. 

(c) Compensation paid to officers is a matter subject to the discretion of the 
board of directors. It is usually advisable to set out officers’ compensation as a 
separate item, and in so doing the auditor, having verified, of course, authoriza- 
tion of such compensation by the board of directors, has largely fulfilled his 
responsibility. 

(d) Claims by the treasury department for additional taxes for prior years 
should always be carefully examined by the auditor. It would seem that some 
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reference to such a claim, either by means of a footnote to the balance-sheet or 
by comment in the report, should, without exception, be made. Some account- 
ants take the view that the auditor should attempt to determine whether the 
claim is well founded and base his treatment of it with relation to his report 
accordingly, omitting reference thereto or minimizing the importance thereof, 
if the claim is in his opinion one which can be successfully opposed by the tax- 
payer. Others take the view that it is not the province of the auditor to pass 
upon the validity of the claim and that, at most, the auditor should show the 
claim and perhaps indicate his opinion as to whether it is one that is likely to be 
successfully maintained by the department. 

(e) The purchase of its own capital stock by a corporation in its first year of 
operation should be commented upon in the report by the auditor. Stock- 
holders, prospective investors and creditors are entitled to such information to 
determine whether or not their rights and interests are being jeopardized. 

No. 2 (10 points): 

A large concern, manufacturing several kinds of steel for commercial uses, has 
mills in various cities. The materials and supplies which it uses comprise ores, 
iron and steel in various forms, chemicals, precious metals, lime, coal and oil; 
also small machine parts, tools, and numerous other items. One month after 
the close of the fiscal year you are called upon to prepare and to certify toa 
balance-sheet as at the end of the year. What would you do with regard to the 
verification of inventories? 

Answer: 

Inquiry should be made to ascertain whether or not the company was oper- 
ating with a cost system, and, if so, whether this was a part of the general ac- 
counting records. A study of the cost records should be made to determine 
their accuracy, and, consequently, the reliability of any information obtained 
therefrom. If the stock records were tested perioaically against the physical 
inventories and were adjusted accordingly, the auditor should check the stock 
records against the physical inventory as of the close of the fiscal year, especial- 
ly with respect to quantities. Raw material prices should be checked against 
the original purchase invoices; work-in-process, and finished-goods valuations 
could be obtained from the cost records if these are considered complete and 
accurate. Extensions and footings should be tested, comparisons should be 
made with previous inventories, and the gross profit test applied. 

The foregoing is based on the assumption that the company has in operation 
a complete and accurate cost system forming a part of the general accounting 
records. This assumption seems a reasonable one in view of the fact that the 
company is a large concern with mills in various cities, and, accordingly, would 
find it rather difficult to operate successfully without an accounting system 
which controlled its various branches or plants. 

If the auditor found that he could not obtain his information as outlined 
above, he would be required to qualify his certificate with respect to quantities 
unless other members of his staff were assigned to the other branches or plants 
to make a test of the quantities on hand, and were able to ‘‘ work back”’ to the 
physical inventories as of the closing date. 


No. 3 (5 points): ' 

The product of your client is shipped in containers which are returnable by 
the customer. These are kept in repair and used for new shipments, The 
containers are charged to customers as shipped at $2.00 each. ir average 
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cost to your client is 75 cents each. At the end of the audit period you find 
that 1,000 containers billed to customers were not returned and that are on 
hand at the plant. Show how these items should appear on the balance- 
sheet of your client. 


Answer: 


No difficult question arises with respect to the 800 containers on hand at the 
plant. These should be shown at cost (75 cents each), less a reserve for 
depreciation. 

The containers charged to customers at a rate of $2.00 each present a ques- 
tion which can not be answered satisfactorily on the facts given, unless certain 
assumptions are made. If the business has been established for some time, its 
accounting department has probably built up reliable statistics which should 
show the ratio of containers returned to the total invoiced. The auditor should 
test these percentages and, if convinced of their dependability, apply the per- 
centage rate to ascertain the number of containers which might be expected to 
be returned. Assume for our purpose that 900 of the 1,000 containers out- 
standing may be expected to be returned, we should make the following adjust- 
ments: 


Sales (container sales)... ... $1,800.00 

Accounts receivable................... $1,800.00 
To reverse charges made for containers to be 

returned. 
Containers with customers............... 675.00 

To—Cost of containers sold............ 675 .00 
To set up the cost of containers in the hands 

of customers, 900 @ 75 cents each. 


Containers: 
Less: Reserve for depreciation ? 3 ? 


If there are no reliable statistics at hand, a more conservative method may be 
used. This method would require, whenever financial statements are pre- 
pared, the reversing of the charge to accounts receivable of the 1,000 con- 
tainers billed at $2.00 each and the taking up of these containers at cost (75 
cents each) as a part of the inventory. No profit would be taken up until con- 
tainers are paid for by customers. Under this method, these items would 
appear in the balance-sheet as follows: 


Containers: 
In customers’ hands (1,000)............. $750.00 
$1,350.00 
Less: Reserve for depreciation ? $ ? 
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The type of container, the kind of commodity and other facts not given 
would determine whether the container inventory should be shown as a fixed 
asset, current asset or a prepaid expense. 


No. 4 (10 points): 

(a) What is the effect, on the accounts, of the use of arbitrary instead of 
actual rates of exchange for the entry of imported merchandise purchases? 

(b) What is the proper basis for exchange rate cost on goods shipped C. I. F., 
also on goods shipped F. O. B.? 

(c) State three different methods commonly employed of making payment 
for imported merchandise. 

Answer: 

(a) Where actual rates of exchange are used, imported merchandise pur- 
chases are entered on the books of the importer in terms of domestic money 
converted at the rates of exchange prevailing on the day of the purchases. 
When remittance is made in payment of such invoices, the rate of exchange 
may or may not be the same rate which prevailed on the day of purchase. Any 
difference between the amount of the purchase as entered and the amount of the 
remittance is entered in an exchange fluctuation account. This account should 
be closed against the purchase account in order that the actual cost of pur- 
chases may be determined, although this exchange fluctuation is sometimes 
considered a financial earning or expense. 

In other words, the cost of the imported merchandise is the amount actually 
paid for it, not the amount entered at the day of purchase. 

The use of an arbitrary rate is an expedient well worth considering, especially 
in cases of numerous purchases and more or less stable exchange conditions, but 
its use will not give accurate costs unless the difference between the exchange - 
rate at the time of payment and the arbitrary rate as entered is treated as an 
addition or subtraction from the cost of the purchases. 

(b) As outlined in the preceding, (a), the cost would be the amount remitted, 
regardless of the terms of purchase. 

(c) Payment for imported merchandise may be: 

(1) Made in advance, by the importer establishing a credit with some 
bank or banker in the exporter’s country with instructions for 
payment to the exporter upon the surrender of shipping documents 
(bills of lading, invoices and insurance policy). 

(2) Made at the time of delivery, by the exporter drawing a draft on 
the importer with documents attached thereto for delivery when 
the draft is paid, which, by custom in many cases, is not until the 
arrival of the goods. : 

(3) Made after the receipt of goods by the importer, a documentary 
acceptance bill being used, documents passing to the importer upon 
acceptance by him of the bill of payment at some later date, when 
presented through banking channels or possibly by an agent of the 
exporter if he have one in that market. 

No. 5 (10 points): 

You are making an audit of a company which erected an office building on 
which work was started April 1, 1922, and finished April 1, 1923. Your audit 
covers the fiscal year ended March 31, 1924. The work has been financed by 


an issue of bonds and an issue of stock. What special points would you con- 
-sider in making the audit and reporting thereon? 
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Answer: 


Consideration should be given particularly to the agreement covering the 
issues of the capital stock and the bonds and to a complete analysis of the 
building account. 

The requirements of the stock and the bond issues, especially the sinking- 
fund requirement, if any, should be thoroughly understood by the auditor so 
that he may determine whether or not the company has fulfilled its obligations 
to the stockholders and the bond owners under such agreements. Current 
asset ratios, dividend payments, sinking-fund deposits, and sinking-fund re- 
serves are a few of the important terms usually included in such an agreement. 
These the auditor should carefully check against the accounts affected and 
report thereon. 

Receipt of the proceeds of the stock and the bond sales should be verified, and 
any stock or bond discount or premium arising from the sale of the securities 
should be set out in the accounts as stock or bond discount or premium, and not 
treated as a cost, or deduction from the cost, of the building. In the case of 
bond discount, however, some accountants charge the building cost with that 
portion of bond discount applicable to the period of construction. There can 
be no serious objection to this practice inasmuch as interest (and amortization 
of bond discount is another form of interest), insurance and taxes accrued 
during the period of construction are generally recognized as proper capital 
charges. 

While it is usually regarded as permissible to capitalize the bond interest and 
the discount amortization applicable to the construction period, the case is 
different with dividends. The claim is not infrequently made by companies 
such as the one described in this question that a dividend may be paid at the 
end of a construction year and charged to property, the argument being that if 
the funds had been obtained by additional bonds instead of stock the interest 
would have been properly chargeable to property. The distinction lies in the 
fact that bond interest is an expense actually incurred, and the charging of this 
expense to the property account is entirely different in nature from the distribu- 
tion of paid-in capital (no profits having yet been earned) to the stockholders 
and the concealment of this impairment of capital by an arbitrary charge to 
property. 


No. 6 (10 points): pc 

What ratios (of one item, or total, to another) are most significant from a 
credit standpoint in the comparison of balance-sheets and income statements 
for the same company for several years? Mention at least three ratios and 
explain why they are significant. 


Answer: 


The ratios which may be computed from financial and operating statements 
are numerous and vary in significance according to the uses to which they are to 
be put. It is conceivable, also, that even for any one purpose, such as the de- 
termination of credit rating, circumstances may alter the importance of any one 
ratio. 

As a general rule, however, it may be stated that from a credit standpoint the 
most significant ratios are as follows: 

(a) Those which measure the present financial strength of the company. 
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(b) Those which measure the ability of the company to maintain or increase 
financial strength. 

Under (a) would be placed the measure of a company’s working capital posi- 
tion, usually referred to as the working capital or current ratio. This is prob- 
ably the first ratio that is examined and consists of the ratio of current assets to 
current liabilities. The importance of this measure lies in its indication of the 
ability of the company to meet its currently maturing obligations without 
exhausting or seriously impairing its working capital. This is but another way 
of saying that the current ratio is a measure of the adequacy of the company’s 
working capital. There is also another significance to this ratio, in that it 
measures the adequacy of the sources of funds with which to meet at maturity 
the proposed obligation arising from the granting of credit. 

Asecond significant ratio from a credit standpoint is that between profits and 
the volume of business. This would be classed under (b) above as a measure of 
the ability of the company in maintaining or increasing financial strength. 
Surplus net profits may be measured in relation to net sales, and a comparison 
of these ratios for successive years will indicate the trend of the business 
from the viewpoint of profitableness to its owners. A better measure, some- 
times, is that shown by the ratio of operating profits to net sales. In using this 
ratio the effect of non-operating income and expenses is eliminated and the 
ratio is an unqualified measure of operating efficiency, becoming especially 
valuable when determined for successive years. 

The ratio of operating profits to total capital used in operations indicates the 
efficiency in the use of plant facilities and working capital. The changes in this 
ratio between succeeding periods indicates whether or not progress is being 
made in operating efficiency. 

Other significant ratios are: 

The rate of inventory turnover, which indicates, in the absence of wide 
fluctuations in prices, the degree of success of the business from a strictly mer- 
chandising viewpoint. 

The ratio of amounts due from customers to annual sales, indicating, when 
examined with relation to terms of sale, the condition of such accounts and the 
efficiency of the credit and collection departments. 


No. 7 (10 points): 

You are making a detailed audit of a public-service corporation supplying a 
district with electric light, heat and power. In addition to preparing the final 
accounts and a balance-sheet, you are to certify the amounts of capital expendi- 
ture during the year, so as to permit the corporation to demand new mort 
bonds, in payment of this expenditure, from the trustee for the bondholders. 
During the course of the audit you learn, unofficially, that a physical inventory 
of all the properties of the corporation has been recently made by the chiefs of 
the resident engineering staff, recently changed, in order to satisfy themselves 
as to the correctness of the book inventories, which have been used in previous 
audits for the preparation of the balance-sheet. You also learn that the en- 
gineers have reported, to the management company which controls the corpora- 
tion, that assets standing on the books at present at $350,000 have been 
scrapped or replaced by new construction since the last physical inventory, 
pare five years previously. Since that inventory, and to the present time, all 
new construction certified during the annual audits has been paid for by the 
issue of other mortgage bonds to the corporation, which has sold them through 
the management company. The new construction during the year you are 
now auditing amounts to $550,000. The engineers’ report has not been ap- 
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proved by the management company and no mention of it, nor of any intended 
new physical inventory, has been made in the minutes of the meetings of 
directors or stockholders of the public-service corporation. What notice, if 
any, should you take of the engineers’ report? 

Answer: 

In deciding what notice should be given to the engineers’ report, the account- 
ant should consider its significance with respect to both the certificate of 
capital expenditure required under the bond indenture and also the report on 
the detailed audit. 

As to the certificate for the trustee, the question states that the accountant is 
to certify to ‘‘the amounts of capital expenditure during the year.” This seems 
to mean the gross expenditure without regard to property abandonments, and 
if this is the correct interpretation of the indenture no consideration of the 
abandonments disclosed by the engineers’ report would be required. 

On the other hand, if the indenture provides that the amount of bonds to be 
called down in consideration of fundable construction is to be determined on 
the basis of net capital additi:ns, the accountant would be charged with the 
responsibility of verifying the amount of the abandonments, and should follow 
up the clue provided by the engineers’ report. 

As to the audit report the accountant’s responsibility is more definite. An 
unqualified certificate could not be given to the balance-sheet if the property 
accounts have not been relieved of the carrying value of abandoned assets. 
Unless the clue can be followed up and adjustments made for such abandon- 
ments there should be a qualification in respect of ‘‘such unrecorded property 
abandonments, if any, as may have been made since the date of the last ap- 
praisal (giving date).”” 

No. 8 (10 points): 

State and discuss the two most important points for a concern to take into 
consideration which is in the business of selling machinery on long-term instal- 
ments. In auditing a current year’s operations, to what extent, if at all, should 
the auditor concern himself in such a case with future years? 

Answer: 

The two most important points to be taken into consideration by a concern 
in the business of selling machinery on long-term instalments are (1) the ade- 
quacy of its capital and (2) the quality of the credit risks of its customers. 

The customers’ open accounts or notes receivable, because they are long- 
term, can not be considered in their entirety as current assets. The company, 
therefore, must fortify itself with an investment adequate to carry, if not all of 
these accounts, a considerable portion of them and to finance its other operations. 

If the company holds customers’ notes of a high grade, the notes may be sold 
or discounted under favorable terms, or used as collateral under collateral trust 
loans, and the burden on the company’s working capital thus reduced. Bad 
debt losses, collection costs and the quantity of re-acquired machines will be 
lessened as the credit risk is reduced. 

The auditor in auditing the operations of the current year should concern 
himself with the methods used in allocating the income of the company as 
between the current year and that of future years, and should verify these 
amounts. Sufficient reserves should be set aside to provide for future bad debt 
losses, costs of collection and repossession of machines, and the depreciation 
applicable to such machines. 
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No. 9 (5 points): 

State briefly the advantages and disadvantages, as regards (a) the issuing 
company, (b) the stockholders, and (c) intending investors, of shares of no par 
value, as compared with par-value stock. 


Answer: 

The advantages and disadvantages of no-par-value shares as compared with 
par-value stock may be listed as follows: 

Advantages: 

1. The par value as shown on a stock certificate is not a true indication of its 
real value. 

2. Par-value stock is easily sold to the credulous buyer who may be con- 
vinced of his business sagacity and acumen in purchasing a $100 par-value 
certificate for any price less than that amount. 

3. Unless there is fraud in the consideration, a purchaser of no-par-value 
stock is relieved of any discount liability. 

4. No-par-value stock is an aid in securing new or additional capital inasmuch 
as the stock may be sold at any price without incurring the burden of stock 
discount. 

5. In the use of no-par-value stock a company has less incentive to overvalue 
its assets or to resort to the treasury stock subterfuge. 

6. In reorganizations no-par-value stock is readily adaptable to the exigen- 
cies which may arise. 

Disadvantages: 

1. Shares bearing no par value inscribed on the certificates are difficult to 
market. 

2. Because of the difficulty in arriving at the amount of the license fee, some 
states have refused to license foreign corporations. 

3. Arbitrary bases are often used by some states in determining stock taxes, 
organization, operating and transfer fees of corporations with stock of no par 
value. 

The first advantage listed above is not a direct advantage to (a) the issuing 
company, (b) the stockholder and (c) intending investor, but may be considered 
in the answer because of the indirect effect. 

The second advantage may be considered important to the intending inves- 
tor, who also shares the remaining advantages (numbers three to six, inclusive) 
with (b) the stockholder. 

The issuing company is concerned chiefly with numbers four and six, and 
indirectly with such advantages as accrue to its stockholders or prospective 
investors. 

All three classes are affected by the disadvantages given because of their 
mutual interest either present or prospective. 

No. 10 (10 points): 

With regard to the use of qualified audit certificates (a) state the occasion for 

qualified certificates and their proper and justified use, (b) state what implica- 


tion is contained in the use of such words as “ accepting’’ when used with refer- 
ence to certain asset valuations or other conditions shown on the books. 


Answer: 
(a) Qualified certificates are occasioned by circumstances which prevent the 
verification of the item or items with respect to which the certificate is qualified. 
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These circumstances may consist of limitations placed by the client upon the 
scope of the audit or the absence of data necessary for verification of the item in 
question. As to the propriety and justification of qualified certificates, these 
must depend wholly upon the surrounding circumstances and the auditor must 
exercise careful judgment in regard thereto. If the auditor suspects that the 
statements prepared by him would be materially affected as a result of ex- 
amining the items in point he could not with propriety give even the qualified 
certificate. On the other hand, should he feel that the items are substantially 
correct and not likely to affect the results shown by his statements, it would be 
perfectly proper for him to prepare a certificate qualified with respect to the 
items not verified. His judgment must necessarily be based upon the attendant 
* circumstances, the nature of the items and the purport of the statements to 
which the certificate applies. 

(b) The term “‘accepting” or others similar thereto, used in reference to 
certain asset valuations or other conditions shown by the books, implies that 
there has been no verification by the auditor of the item or condition referred to 
and that it is reflected in his statements just as it is shown by the client’s books, 
appraiser’s certificate or other source of information. 


No. 11 (10 points): 

What is meant or implied in audit certificates (a) by the phrase “ 
drawn up” as applied to a balance-sheet; (b) by the phrase “ to show the finan- 
cial position of the company as at December 31, 1925, and the results of opera- 
tions for the year ended on that date?”’ 


Answer: 

(a) “ Proper” and properly”, “improper” and “improperly” are terms 
used very loosely by persons whose task it is to review the work of others. The 
literal implication of the word “properly” when used with reference to the 
manner in which a balance-sheet is drawn up would no doubt be that its partic- 
ular style and content constitute the one approved and correct presentation of 
the facts which it presumably portrays. It may safely be said, however, that 
the usual meaning behind the phrase “properly drawn up” as applied to a 
balance-sheet means that the assets, liabilities and net worth portrayed therein 
are correctly stated as to titles and amounts and that the form in which they are 
arranged is a recognized and generally accepted method of setting forth the 
facts represented. 

(b) That part of the phrase reading ‘‘to show the financial position of the 
company as at December 31, 1925,”’ means to set forth the assets and liabilities 
of the company at December 31, 1925, classified and arranged in such a way as 
to show the nature and amount of the various items, and to show also the excess 
of assets over liabilities as the net worth or proprietorship interest in the busi- 
ness, duly analyzed to show the nature and amount of the various elements 
thereof, or the reverse as the deficiency of assets when measured against the 
company’s liabilities. 

The second part of the phrase, “‘and the results of operations for the year 
ended on that date,” means the expression in terms of income and expenses of 
the various transactions in which the company has engaged during the year 
ended December 31, 1925, showing the details of how the proprietorship in- 
terest has been increased or decreased. 


391 


| 
| 
| 
4 

| 

| 


Book Reviews 


THE UNITED STATES BOARD OF TAX APPEALS—PRACTICE AND 
EVIDENCE, by Cuartes D. Hamet. Prentice-Hall Inc., New York. 
255 pp. 


Most accountants engaging in tax practice have found it to the advantage of 
their clients to place the conduct of cases coming before the board in the hands 
of counsel so that while a working knowledge of practice and evidence before — 
the board is to be desired, Mr. Hamel’s book will appeal more to lawyers and to 
the few accountants who engage in active practice before the board. In the 
opening chapters of his book Mr. Hamel deals interestingly with the history, 
purpose and functions of the board; the procedure in the bureau of internal 
revenue leading up to appeal, and questions of jurisdiction. Among other mat- 
ters not generally known which he points out may be mentioned the fact that 
there is no appeal to the board from a deficiency attributable to a mathematical 
error in the return, that the board has no general jurisdiction to decide the 
merits of claims for refund, claims in abatement or claims for credit under acts 
prior to the 1926 act (and under that act only in a limited degree) nor to review 
the purely administrative acts of the commissioner. 

In commenting on the right of the board to award damages against a tax- 
payer bringing a frivolous appeal before the board under the 1926 act, Mr. 
Hamel points out that a similar award may not be made against the commis- 
sioner, but thinks it not improper to suggest that congress might authorize the 
board to do so when the commissioner by arbitrary or unreasonable action 
forces the taxpayer to take an appeal. 

Each step in the preparation of an appeal is presented. The complete text 
of the 1926 revenue act is included as an appendix, along with the rules of the 
board, copies of forms, etc. The extent to which tax decisions have accumu- 
lated is evidenced by the closely printed table of cases covering over 50 pages. 
The book is well indexed and should form a valuable addition to the library of 
every one interested in the conduct of cases before the board. 

DonaLp ARTHUR. 


UNIFORM SYSTEM OF ACCOUNTS FOR HOTELS. The Hotel Associa- 
tion of New York. 91+-v pp. 


The Uniform System of Accounts for Hotels is accurately described in the 
preface as ‘“‘a manual of instructions for preparing standard financial state- 
ments and schedules of the various operating and productive units which make 
up a hotel.” 

It has been prepared for the Hotel Association of New York by a committee 
composed of 9 proprietors, 12 hotel accountants, a representative of the Amer- 
ican Institute of Accountants, and a member of the New York State Society of 
Certified Public Accountants. 
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In the preliminary definitions and instructions the accounts are divided into 
8 main ‘account groups” each of which is then described, namely: 
1. Net sales 
2. Cost of supplies sold 
Salaries and wages 
Departmental expenses 
. General unapportioned expenses 
Repairs 
. Taxes, interest, etc. 
8. Other additions or deductions 
This clears the ground for a monthly statement of income and profit and loss 
for which a form is given showing the results of the current month and the year 
to date, with increases or decreases as compared with corresponding periods for 
the previous year. 

This form is followed by a brief description of the items to be included in the 
various headings and by very complete detailed forms, showing how the nu- 
merous and varied returns are collected. The extent to which these analyses 
are carried may be indicated by a few examples: Net sales included 19 heads, 
some of which are further analyzed, such as rooms and food, which are sub- 
divided into 4 and 6 subheads respectively. 

Appropriate standard forms are given for each department, such as candy 
shop, valet, newsstand and the various enterprises included in a large modern 
hotel, the accounts in each case being fully explained. The expense accounts 
are subdivided under 64 heads. 

The operating accounts being disposed of, the balance-sheet is treated in the 
same manner. The general form is based on that approved by the federal 
reserve board but contains some minor modifications. The form is followed by 
a brief description of each of the suggested headings and by an index of the 
entire book. 

The book has already been described by Mr. W. J. Forster in the September 
number of THE JoURNAL oF ACCOUNTANCY and the examples there given afford 
good illustrations of the scope of the work. 

There can be no doubt as to the benefits to be derived from some standardiza- 
tion of the accounts of an industry which has become one of the most important 
and, in some ways, one of the most complicated, inthe country. Nor can there 
be doubt as to the ability of those who have so clearly codified a system. The 
result is a valuable contribution to what may be called the specialists’ branch 
of accounting literature. 

Uniformity is essential if we are to have comparisons of any worth and such 
comparisons are invaluable. It is true that uniformity when carried to an 
excess may destroy individuality, but the compilers have escaped the danger of 
making a false god of uniformity by framing their remarks in a suggestive rather 
than a dogmatic form. 

The book is written by experts for experts: it does not intend or pretend to 
teach hotel bookkeeping, for the reader’s knowledge of that is assumed, and it 
confines itself to suggesting what the bookkeeper should show, the means of 
acquiring the information being left to his personal choice. 

The book is primarily intended for large hotels open all the year, but the 
views expressed are so sound that one wishes its limitations had been some- 
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what broader. The seasonal hotel has some special problems of its own, as 
have those which are managed on the dual plan, i.e. on the American and 
European plans. Some matters such as determining the cost of employees’ 
meals are touched on somewhat lightly. 

Numerous matters of detail such as forms of ledgers, of guest’s accounts and 
of inter-departmental reports are not dealt with, nor is mention made of using 
graphs, although they are especially valuable in this relation. However, one 
point is quite clear: no accountant having hotels among his clients, and certainly 
no management of a hotel of any size can afford to lose the opportunity of 
adding this book to the library. We hope that the future may see a second 
volume relating to some of the details lying beyond the scope of the present one. 


WALTER MuckKLow. 
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